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NON DISCLOSURE OF THE READING INCIDENT 



"Anything we can do to widen the gap will help the Audit^Committee not to 
disclose , and that is something we seriously don't want to do especially at 

this moment"• Peter Hickman, HBoS Group Risk Director; 11 February 2008 





/ 


At a basic level, if the Reading Incident had been properly disclosed in the 
2007 Annual Report and Accounts then it is unlikely that the Rights Issue 
would have been capable of proceeding and irrespective of whether the 
Government stepped in or not at that time to prevent the collapse of HBoS, it 
is unlikely that a solvent acquisition by Lloyds TSB would have occurred. 
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INTERVIEW: 10 th / 11 th July 2013 


PROJECT LORD TURNBULL 


HEALTH WARNING 


This report comprises the detail from an interview Special Investigator Mick Murphy of Thames 
Valley Police had with Sally Masterton (Senior Manager, Commercial Banking, Risk) on 10 tn and 11 th 
July 2013, in relation to Thames Valley Police's ongoing Operation Hornet (HBoS) investigation under 
Detective Superintendent David Poole, Head of the Serious and Organised Crime Unit 


Operation Hornet is a large scale investigation into serious financial irregularities involving the 
former HBoS High Risk & Impaired Assets team, based in Reading. 


The extremely serious politically and commercially sensitive nature of the information contained 
herein necessitate due caution within Uoyds Banking Group. f" 


The interview was conducted in the spirit of Project Windsor 2. No separate Witness Statement has 
been prepared. Given the important nature of the interview and discussions, including critical 
information impacting on Lloyds TSB shareholders, Sue Harris, Group Audit Director, requested this 
report. It contains highly confidential information, wftich was not previously considered relevant to 
the Reading Incident. I %~. 


Thames Valley Police have an interest in the report but have not been provided with a copy. The 
report contains information, which is mate/i^to their investigations. 
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RESTRICTED STATEMENT: SALLY MASTeRTON 
:N“:ERVIEW: 10*/ ll rh July 2013- 


EXECUTIVE SUMMARY 


> Proper disclosure of the Reading Incident in July 2007 would have rewritten history for HBoS, 
Lloyds TSB and the Government. 

> HBoS should have been a gone concern in February 2008. It was hopelessly insolvent by July 
2008. 

> The strategy since January 2007, and possibly from 2005, has been to conceal tfii^Reading 

Incident. 4 

> Concealment set in motion a course of events that has had and continues tdtoave fat reaching 
and very serious consequences, extending to the Lloyds TSB takeover. LBG is significantly 
exposed. 

> Substantial loss has been caused to HBoS ordinary shareholders (t%uly 2007), the subscribers to 
the HBoS 2008 Rights Issue (£332m) and to Lloyds TSB shareholders|£14bn) as a result of the 
actions of those involved. Compensation due to HBoS customers who wjgre directly affected by 
the Reading Incident may be significant. 

> This report explains the rationale to the decisions made to conceal and those who are known or 
suspected to have been involved. 

> HBoS' high risk business strategy, non recognition of distress and avoidance of impairment, 
liquidity, Tier 1 capital adequacy, creation of an artificial market, Basel II and non disclosure of 
the Reading incident are all inextricably linked. 

> They were inextricably linked before the start of the financial crisis. 

>> Deliberate non-disdosure of the Reading Incident in the 2007 financial statements 

fundamentally added to the crimefeand from that point on the deceit escalated as the financial 
crisis deepened. 

> There is evidence of unfair and non compliant treatment of customers. 

> The ESA was knowingly and recklessly misled. 

> However the FSA influenced the Rights Issue without appropriate due diligence. 

' % : l 

> There was a significant deterioration in the Corporate Stressed Portfolio prior to the dosing of 
the Rights issue in July 2008. 

> The Lloyds TSB Circular and Prospectus and the HBoS Prospectus in November 2008, and the 
December 2008 Supplementary Prospectuses, do not disclose the known stressed cases in HBoS 
Corporate at that time, which at 30 November 2008 totalled £40bn. 

> Lloyds TSB had evidence of the Reading Incident in October 2008, and was otherwise involved. 

> There would appear to be tacit impunity for the serious crimes of the directors, KPMG and PwC. 

> All those involved have condoned criminality and injustice. 
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PROJECT LORD TURNBULL 


RESTRICTED STATEMENT: SALLY MAS7SRTON 
INTERVIEW: 10 rh / 11* July 2013 


INTRODUCTION 


In early July 2013, a puzzling series of spreadsheets relating to the Reading Incident and 
knowledge of documents which Project Windsor had previously Produced to TVP, linked into 
knowledge and experiences from 1998 to 2010. What had happened internally in relation to the 
Reading Incident finally made sense. The timing of the Reading Incident meant that it was 
j intrinsically tied into far bigger irregularities. 


David Mills and Quayside 

In November 2008 David Mills of Quayside Corporate Services Limited, who was later charged with 
money laundering and other offences, made the following comment to £ journalist in relation to the 
losses incurred by HBoS as a result of the Reading Incident: 

"that was because of Basel II coming in - that would penalise any bank with & many customers in 
high risk" 

In one simple phrase, Mr Mills had got it right on a nu mberiof levels but for the wrong reasons. 

What no one externally knew was the true "hornets' nest" of which the Reading Incident was a 
pivotal part. 

Background Li; 

From the time of the wider uncovering within the Bank of the Reading Incident, which would appear 
to be during mid-2006, the Bank, its external Auditors KPMG, Investigating Accountants (including 
Deloitte) and Insolvency-Practitioners, havaall portrayed the Reading Incident as having been 
perpetrated by one singly ''rogue banker", Lynden Scourfield as a result of a fundamental 
breakdown in internal controls. Those charged with governance, oversight and control, went 
without suspicion on the basis of no prior knowledge. 

Even to a bystander with no knowledge of the systems of internal control and the financial reporting 
structures in place, theargument of autonomy put forward lacked credibility. 

Money Laundering 

Suspicions of money laundering arose in early 2007 on the commencement of the first deep-dive 
internal inquiry. Despite regulatory and statutory reporting obligations, professional standards and 
ethics, and other duties, suspicions of money laundering were not reported then or at any point 
prior to Deloitte's s!66 investigation. Even then Deloitte appear only to have reported suspicions in 
respect of two fees. 

Subsequent to the evidence that gave rise to those first suspicions, the known portfolio of Reading 
Incident cases have not been properly investigated to identify potential criminality and there has 
been no inquiry to identify further cases. 
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PROJECT LORD TURNBULL 


Business relations continued with those who were potentially culpable of money laundering 
offences; in some instances further funds were advanced, significant fees were paid and in other 
instances. Insolvency Practitioners sold businesses and assets to those suspected of money 
laundering. 

Non Disclosure 


Of fundamental concern is that the Reading Incident, the extent of the losses / provisions, the 
potential criminality and how the Reading Incident was allowed to happen, were not disclosed to 
shareholders, potential investors and the FSA. 


Those charged with governance and KPMG have condoned criminality and are themselves criminally 
implicated. 


Outwith money laundering offences there are other serious breaches, offences and misconduct that 
have not been duly reported. 


Additionally, Lloyds TSB had evidence of suspected serious financial irregularities relating to the 
Reading Incident in October 2008. However Lloyds TSB were already implicated by way of a 
relationship with David Mills, and highly suspicious transactions involving HBoS High Risk customers. 


Essential information relating to the Reading Inctdenti&nd the HBoS Corporate stressed portfolio 
(c.£40bn) was not disclosed to Lloyds TSB shareholders. ~ 

in** '*]% 

Despite the findings of the Deloitte report, the fSA's concerns stem from potential evidence 
provided by victims of the Reading Incident tiie outcome of which was Operation Hornet, a Serious 
and Organised Crime Unit investigation into potential money laundering offences. 

Non disclosure of the Reading Incident in 2007 led to far larger irregularities. 


Disclosure of the Reading Incident in the 2007 financial statements, would have given rise to going 
concern and other serious issues. Subsequent history is likely to have been radically different. 



The "Hornets' Nest" 


The Reading Incident and wider implications raise very serious issues: 

• Political 

• Economic 

• Criminal 

• Civil 

• Regulatory 

• Reputational 

• Professional 

• Ethical 
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PROJECT LORD TURNBULL 


CULPABILITY FOR NON DISCLOSURE 

Non disclosure of the Reading Incident was a paramount consideration pivotal to the Rights Issue. 
Irrespective of the Rights Issue, disclosure of the Reading Incident in the 2007 Annual Report would 
have had very serious implications for HBoS and raised additional Going Concern issues. 

Disclosure to the FSA during 2007 of the magnitude of the Reading Incident as extending into all 
Corporate distressed and Good Book connections, its true causality, the non recognition of distress 
and impairment in Corporate, overstatement of regulatory capital, and the serious implications all of 
these presented in terms of HBoS' risk management framework, governance and external audit, 
would have severely impacted, if not halted progress in attaining Advanced Status under the Basel II 
framework. This would in turn have had significant ramifications in terms of regulatory capita! 
requirements and solvency. The reduction in risk weighted assets under the Advanced IRB approach 
for Retail was a key priority and had been since 2005 when the post merger business model became 
unsustainable. %i. 

Disclosure of the Reading Incident to the market in July 2007 and reporting of suspected money 
laundering would have had a substantial impact on the HBoS share price, deposits and external 
credit ratings. 

Those culpable include: 

• Andy Hornby (CEO) 

• Sir Dennis Stevenson (Chairman) 

• James Crosby (Former CEO) 

• Peter Cummings (Corporate CEO) 

• Sir Ron Garrick, Chairman of divisional Corporate Risk and Control Committee 

• Mike Ellis (Gropp FD) 

• Audit Committee,-. 

• Other HBoS Board members 

• KPMG (Auditors a»Ui Reporting Accountants) 

• Peter Hickman ^Group Risk Director) 

•i Hugh McMillan (MD Risk, Corporate) 

Stewart Livingston (Chief Risk Officer) 

• tan Goodchild (Head of Group Risk - Credit) 

• Stewen Clark (Group Risk - Credit, Commercial) 

• Andrew Scott (Lead Director, London High Risk) 

• Tom Angus (Head of Impaired Assets) 

Those who are additionally complicit in relation to the non disclosure but otherwise culpable 
include: 


• Paul Burnett (Paul Burnett's culpability may extend further) 

• Corporate Credit Risk Committee, Group Credit Risk and Internal Audit 

• PwC 
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PROJECT LORD TURNBULL 


THE RISKS FOR LLOYDS BANKING GROUP 


Evidence 


LBG is already exposed to significant reputational risk and risk of litigation as a consequence of the 
documents that Project Windsor previously Produced to Thames Valley Police as evidence for 
Operation Hornet. Thames Valley Police has also undertaken due enquiry. 


Operation Hornet is a criminal investigation and the evidence will be heard in Court, (t will be a very 
public affair. The FCA has a strong interest in the case and has continuing liaison with Thames Valley 
Police. There is already strong media interest which Thames Valley Police is containing. Evidence to 
date, which may become public, will impact LBG. j% 


There is additional risk of disclosure relating to the knowledge of Lloyds TSB, the impact of, and fall¬ 
out from which could be very substantial 


The Operation Hornet case will not be a conclusion in itself. The Reading Incident is large and 
complicated. A number of significant individual cases are outwith tile parameters of Operation 
Hornet. However in investigating the Hornet case, Thames Valley Polic&lps considerable evidence 
relating to potential criminality in the other cases, which will be referred to the Serious Fraud Office 
together with untried Hornet cases. It is highly probable that a new inquiry will be opened and all 

LBG related evidence will pass across. .rf 

& 


The documents previously produced by Project Windsor specifically reveal that the Reading Incident 
was deliberately concealed when it should Have been disclosed in the 2007 Annual Report and 
Accounts, the June 2008 Prospectus relating to the Rights Issue and the November 2008 Circular and 
Prospectuses relating to the Scheme of Arrangement, Placing and Open Offer regarding the 
acquisition by Lloyds TSB, 



Consequences 


There have been serious breaches of regulatory and statutory duties, and other reporting 
obligations. Certain of the breaches constitute criminal offences. 

The implications are far reaching and extend to issues of fundamental disclosure beyond those 
relating directly to the Reading Incident, and the roles of the FSA, KPMG, PwC and other 
accountancy firms. 


Substantial loss has been caused to HBoS ordinary shareholders (to July 2007), the subscribers to 
the HBoS 2008 Rights Issue (£332m) and to Lloyds TSB shareholders (£14bn). Compensation due 
to HBoS customers who were directly affected by the Reading Incident may be significant. 


The HBoS shore price was c £10 in August 2006 , £10-£11 in February and March 2007 , 940p on 2 August 2007 and 634p on 
23 February 2008. 
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t ‘ROJECT LORD TURNBULL 


LBG Related Issues 






fn October 2008 Lloyds TSB received from one of their customers, potential evidence relating to the 
Reading Incident, which should have given rise to serious cause for concern. 


There is additional evidence to suggest that Lloyds TSB was otherwise aware of potential money 
laundering at the time the Qrcular and Prospectus for the acquisition of HBoS were being prepared, 
being prior to the AGM. 

Lloyds TSB (former Large Corporate, Bristol) are a party to significant suspicious transactions relating 
to potential money laundering offences. The former Head of Large Corporate based in Bristol and 
the Relationship Manager both remain in the Bank. There is a possibility that proceeds of crime may 
extend to relationships originating in Lloyds TSB including The Parkmead Group pic. 

Lloyds TSB's due diligence would include review of Corporate Credit Risk Committee Reports. The 
November 2008 CRC Report reports the stressed portfolio as being £40br>. 

An allegation has been made, which would suggest that the FSA may have had an involvement 
together with LBG, in concealing the misconduct and failingsjpf KPMG. 

Matters relating to the Reading Incident were handled poorfy in the first half of 2009 and customers 
were unfairly treated. The subsequent prevarication and distress that has been caused to one 
particular customer was non compliant, and was further not warranted when those involved knew 
of potential money laundering in March 2007 and did not report it, and knew of the validity of the 
customers' claims against Quayside and Lynden$courfield. The customer has become gravely ill. 

The FSA commenced their in-dfcpth inquiries into the Reading Incident in June 2009. 

The true nature of the Reading Incident was concealed from the FSA by LBG, albeit perhaps 
unwittingly. 

The shortcomings in Defoitte's sl66 report is concerning and suggests either considerable evidence 
was concealed from i^elaitt© or they were otherwise complicit. Noting that certain information that 
was available to Deloitte has also been made available to Thames Valley Police. Deloitte apparently 
endojnj#thi£ findings of the Group Risk report (on Credit Limit Control) from July 2007. 

KPMG vi^ere appointed to project manage the data room. KPMG, as HBoS' Auditors and Insolvency 
Practitioriii$! toifertain Reading Incident cases, was severely conflicted. 

A number of former senior executives and directors of HBoS are involved. The involvement of two 
senior directors both of whom remain in the Bank, including the former Head of Group Risk-Credit, is 
evidenced in the documents Project Windsor Produced to Thames Valley Police. The involvement of 
Stewart Livingston, the former Chief Risk Officer, Corporate is also evidenced but he has recently left 
LBG. The former Chief Operating Officer of HBoS Corporate Division, Philip Grant remains within 
LBG at a senior level, he had a pivotal role in events in 2009. 

LBG is in a very difficult position and can not risk being seen to condone criminality and injustice, 
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PROJECT LORD TURNBULL 


DOCUMENTATION PRODUCED BY PROJECT WINDSOR TO TVP 


Peter Hickman {Group Risk Director) was aware that impairment in relation to the Reading 
Incident was an exceptional Item and material in relation to the financial statements for year 
ended 31 December 2.007, 

There were similar considerations regarding the Reading Incident in relation to the Corporate 
Governance Statement and the ''comply or explain" requirement in relation to the fundamental 
breakdown in Corporate's internal controls, the full background to the breakdown and the actual 
and potential impact on Corporate. 


Ij&L. 


Background *'*»% 

Tom Angus (Head of Impaired Assets) was ultimately tasked with compiling a schedule for inclusion 
in a report to the Audit Committee on which an assessment could be made whether or not to 
disclose the Reading Incident in the financial statements and Corporate Governance Statement. 
Peter Hickman wanted to wrongfully argue a case for non disclosure bas&jii on audit materiality and 
isolation. I, 


Peter Hickman acted as liaison between the Audit Committee and Executive Committee, Ian 
Goodchild (Head of Group Credit Risk), Steven Clark (H ea d of Group Credit Risk; Corporate), Stewart 
Livingston (Corporate Chief Risk Officer) and Tom Angus. 


Concealment 


The project was initially presented to Tom Angus by Peter Hickman via Ian Goodchild and Stewart 
Livingston as being part of an exercise to convey the higher level lessons learned from the Reading 
Incident. Tom was instructed to compile a schedule showing the Reading Incident Impairment 
Provisions for 2007. 

The documentary evidence shows that the schedule Tom ultimately submitted in February 2008 had 
been contrived to show a total Provision figure that was below an arbitrary measure of materiality of 
5% of net income frorh Group continuing operations. As explained within the detail of this report, 
the premise for that arbitrary measure was in any event inappropriate to the circumstances. 

Tom Angus confirmed that the schedules were compiled in contemplation of the Rights Issue and 
were compiled within certain artificial "criteria", which markedly reduced the total exceptional 
amount to within £285m. 

One of the "criteria" was to restrict cases to those only having the involvement of Lynden Scourfield 
and then, not those that migrated into the Stressed Portfolio after Lynden Scourfield had come 
under scrutiny in January 2007. 
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RESTRICTED STATEMENT: SALLY MASTSRTON 
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PROJECT' LORD TURNBULL 


Emails 

The 5% arbitrary absolute based on £5,708m was £285m. (Underlying Profit before Tax for 
Corporate was considerably less at £2,320m.) There are various drafts of the schedule, which were 
shared with Stewart Livingston, Steven Clark, Ian Goodchild and Peter Hickman. In one exchange of 
Emails Peter Hickman makes the comment to Stewart Livingston: "We are getting uncomfortably 
close at £265m. £285m is not a hard fimit. Anything we can do to widen this gap will help the Audit 
Committee not to disclose, and that is something we seriously don't want to do especially at this 
moment". In another exchange, Peter Hickman raises with Ian Goodchild the issue of reporting the 
fraud. 

The actual Impairment Loss incurred with respect to what has been identified to date a* Reading 
Incident cases is in excess of £lbn. An Email from a manager working, with Tom in compiling the 
schedule, queries the accuracy and legitimacy of the schedule, on the basis that it significantly 
misstated the total Reading Incident Provisions raised to that date (31 December 2007), which the 
manager says are c.£800m. % '% 

The schedule Tom Angus was compifing was significantly and knowingly erroneous. 

On 11 February 2008 Steven Clark sent an Email to Ian Goodchild attaching another draft of Tom's 
schedule. That schedule totalled £266m and comment is made that £22m of 2008 Provisions, which 
had been raised post year end, had been removed fromifiel£266m. It is patently evident from the 
schedule that even in relation to the connect ions on thS: schedule, significant further Provisions 
would be required. Steven knows the schedule is wrong and in what seems to be an attempt to 
force proper disclosure makes reference to the Turnbull Guidance. 

Ian Goodchild then sent an#m$il to Peter Hickman copied in to Tim Thompson (new Head of Group 
Credit Risk) and Stuart Dickson, ian points put about the additional but excluded £22m. He further 
asks Stuart to provide an estimate of the amount of loss that would have been incurred in any event, 
if the "fraud" had not been committed. He does not point out about the £500m+ that had been 
excluded! 



The schedule submitted;pn 14 February 2008 totals £262.4m. The schedule is very clearly incorrect. 

Report to the Audit Committee: February 2008 

The report ultimately presented to the Audit Committee in February 2008 shows the 2007 
Impairment Provision Charge for 27 of the Reading Incident cases as being £266k. The report does 
however point out that Provisions amounting to £78m had been excluded. The basis of the £78m is 
unknown and there are clearly significant additional Provisions over and above this that were not 
included. Nevertheless at £344m, this was above Peter Hickman's initial arbitrary materiality 
threshold for disclosure. 

The report summarises the findings and lessons learned from the July 2007 Group Credit report (Risk 
Review of the Credit Limit Control Environment) and provides an update on the various initiatives 
that came out of the review. 
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RESTRICTED STATEMENT: SALLY MASTERTON 
INTERVIEW: 10 !r / '.1 th July 2012 SECTION 


SECTION ONE: REPORT FINDINGS 
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RESTRICTED STATEMENT: SALLY MASTERTON PROJECT LORD TURN BULL 

INTERVIEW: i0' h / 11 th July 2013 SECTION ONE 


SECTION ONE: REPORT FINDINGS 

REPORT FINDINGS 


At a basic level, if the Reading Incident had been properly disclosed in the 2007 Annual Report and 
Accounts then it is unlikely that the Rights Issue would have been capable of proceeding and 
irrespective of whether the Government stepped in or not at that time to prevent the collapse of I 
HBoS, it is unlikely that a solvent acquisition by Lloyds TSB would, have occurred. 


LBG has some extremely sensitive and impactful issues tb^tfdresst • 

Distress and impairment in Corporate division were deliberately concealed from the outset of the 
merger, with culpability vesting in the Board. The malpractice was intentional to: 


> Overstate profits; 

> Overstate regulatory-^||ft 9 j; 

> Overstate credit quality^ 

> Artificially inflate the sha%.price^ ; j 

> Mislead shareholders; 

> Mislead the F5A; S; : - 

> Mislead external credit rating ag^cks; 

> Obtain Approved Status under Bal|kl; 

Lloyds TSB. if 

*. ••n.t'v-'WT* 

The Read fag Incident presented risk of discovery 

Those charge with governance cditdonecf suspected money laundering and delinquencies 
associated with the%ading Incident. 

HBoS became aware of pot^ITtiarty serious irregularities relating to the Reading Impaired Assets 
team in March 2004. 


It would appear that impairment relating to the Reading Incident was deliberately concealed from 
early 2005. This coincides with the time when it was becoming apparent and recognised that the 
business strategy post merger was not sustainable. 

Distress and Impairment were concealed with more devious and serious criminal intent from 
February 2008. 
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RESTRICTED STATEMENT: SALLY MASTERTON PROJECT LORO TURNBULL 

INTERVIEW: 10 rh / 11 th July 2013 SECTION ONE 


Many innocent people, shareholders and Reading Incident customers and associates, are victims, 
and have lost significant amounts of money. In this regard the directors, senior executives, KPMG 
and others are accountable. 


The criminal actions of those who are the subject of this report added another layer of criminality to 
their misfeasance, being the deliberate harbouring of those known or suspected to have committed 
money laundering offences in relation to the Reading Incident. 


Certain customers have been subject to unfair treatment post LBG. One customer in particular who 
has been especially badly treated, compiled substantive evidence about Lynden Scourfield and 
Quayside, and escalated matters to the highest authorities. The situation may have been avoidable. 
At the intervention of the FSA, action to evict the customer froipfiieir house has been stayed for the 
time being pending the outcome of Operation Hornet. In addj&jpn to losing their house, the 
customer thinks that the Bank is still looking to pursue p# 5 prial guarantees totalling £200k. 

Evidence on file gives a dim view of LBG. The customer is now gravelyfR with a stress related illness. 


There is evidence that Lloyds TSB were aware of the Reading Incident, ana$|^e otherwise 
implicated, prior to the publishing of the November 2008 Circular, subsequent®ospectus and AGM 
to approve the takeover. 


irrespective of a different strategy to redress the Reading Incident, it remains that the roles of 
KPMG, PwC, former HBqS jillifpictoirs and senior executives, and others in the HBoS 2008 Rights 
Issue and the subseque’rjt acquisition of HBoS by Lloyds TSB, are very serious matters that need to 
be addressed. 
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PROJECT LORDTURM3ULL 
SECTION TWO 


SECTION TWO: 

A BRIEF SYNOPSIS OF THE HISTORY THAT 
GAVE RISE TO THE "HORNETS' NEST" 
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PROJECT LORD TURNBULL 
SECTION TWO 


SECTION TWO 


A BRIEF SYNOPSIS OF THE HISTORY THAT GAVE RISE TO THE "HORNETS' 
NEST" 


This section provides inside knowledge of the culture and dynamics of Bank of Scotland into HBoS 
and through to the ultimate demise of HBoS. It explains the motivation and importance at Board 
level for keeping the Reading Incident concealed. 


(n essence it can be summarised by the following: 


i 



The Bank of Scotland culture became a necessity for HBoS: 


"A primary focus on controlling absolute levels of loss." ex&awve Committee: 17 May 
2oos; Board Meeting: 27 May 2007 "It could be disastrous if market seMfffient moved 
against HBoS ” Executive Board : 0<^j|a£.2007 






■liMb. 




At a basic level, if the Reading Incident had been propfljy disclosed fn the 2007 Annual Report and 
Accounts then it is unlikely th3t the Rights issue wawfd have been capable of proceeding and 
irrespective of whether the Government stepped jn or not at that time to prevent the collapse of 
HBoS, it is unlikely that a sofvenr acquisition by Ubyds TSB would have occurred. 


w 






The Synopsis, is a "cradle to grave" summary, which in its entirety has been 
moved to Appendix f. The f i na I parts of the Synopsis are copied below. 


2006 - The Beginning of the End 

George Mitchell announced his successor in mid-2005, Peter Cummings. George Mitchell had been 
strongly resistant to Basel II intrusion and the project was significantly behind plan. Peter was 
tasked with delivering the Advanced IRB approach waiver for Corporate. It was utter chaos. 

The churn in Corporate was increasing, which put even more weight on entrepreneurial, joint 
venture and leveraged deals. On entering 2006 a correction in the property market was expected 
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but within HBoS, Corporate was under pressure to deliver. Riskier deals were written, including 
significant secondary retail property deals in Europe. Capital, liquidity and the funding gap had 
always been a significant risk but the situation was becoming critical. Impairment and distress were 
clamped down further to maximise Tier 1 capital. It was absolutely essential for HBoS to achieve 
Advanced Status under Basel II from 1 January 2008 and thereby benefit from the significant 
reduction in Retail's risk weighted assets (c.£50bn) and the effect that had on regulatory capital. No 
secret was made of this. 


In June 2006 everyone was clearly alert to major economic risks and the developing situation in the 
USA. 


Peter Cummings established the Causality Team in Spring 2006* Corporate High Value cases that 
migrated into High Risk and Impaired Assets were investigated. They were largely severely 
distressed on migration. Operational risk was prevalent (iridtiding marking of Limits on CBS) and 
credit risk management and assessment were largelyjpoior. KPMG did not make enquiries of the 
Causality Team as part of their audit work. .jtlgjjF 


Tom Angus (Head of Impaired Assets) 


: 

•• 


Evidence suggests that the Reading Incident was known about well before 2006. However it would 
appear that Tom Angus on taking up a new role as Head of fHigh Risk and] Impaired Assets 
discovered irregularities in August 2006, that later in January 290? became known as the Reading 
incident. The timing of January 2007 is suspicious and may have been to avoid disclosure in the 
Annual Report and Accq^jdfeS®|i ?IS The share price at that time was £10 - £11, and although the 
impacts of disclosure would have Bi&n substantial. HBoS might have survived the impacts at that 
time (February 2007). 


As explained above, the dynanhlfeo^'theb^slin^ss were in crisis. The mortgage market had changed 
dramatically since the merger. Tfftl;!l|prporate portfolio were of serious concern. The 

only real light on the horizon Was thelijgnificantly reduced regulatory capital requirement under 
Basel II Advanced Status and It was essOT|foJ.for survival for this to be attained. All, including KPMG, 
were fully aware. 


In view of Tom's appointment and the data cleansing exercises, which were exposing Reading 
Incident cases, there is evidence to suggest that Paul Burnett, Lynden Scourfield and others were 
attempting to "hide" Reading Incident cases where there is significant suspicion of money 
laundering. 


The models that were being introduced into Corporate for Basel II necessitated reconciliation of 
data, which threw out exception reports resulting in a prolonged data cleansing exercise. Due to the 
importance of Advanced Status, Peter Cummings had a hands-on oversight role in data cleansing, 
which fed into all HoFs. The balance of evidence would suggest that Tom Angus strongly suspected 
irregularities in Reading by June 2006, and that through data cleansing exception reports, Corporate 
Jet Services Limited and other "hidden" Reading Incident cases had been identified. It would appear 
that Peter Hickman may have disclosed to the Executive Committee on 31 October 2006 that 
irregularities in Reading had been identified by Tom Angus. 
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Concealment 

In June 2006 and subsequently, the Board would not want to recognise a £lbn Impairment 
Provision. Potential Reading issues were and had been prominent within Corporate Credit 
Committee Reports. Sir Ron Garrick chaired the divisional Risk Committee, which attended CRC 
meetings and otherwise received copies of reports and Minutes in relation to the CRC. 

There is evidence to suggest that there was deliberate avoidance of review and audit of MV High 
Risk connections by Group Credit Risk, GIA and KPMG, none of whom prior to 2007, and despite the 
relative size of the Reading High Risk portfolio, had reviewed or audited Reading High Risk cases 
(with the exception of 2 connections in early 2005). KPMG would be fully aware of the underlap 
between their work and that of Group Credit Risk in relation to MV High Risk connections. 

The Reading Incident was reported to the FSA in March 2007 as a control issue, after the 2006 
Annual Results had been announced. On 26 March 2087, the Peer Review team who had been 
brought in to Reading were provided with strong eyfidsnce of money laundering amounting to £llm, 
involving a number of Reading High Risk cases ariipavld Mills / Quayside. Criminality was not 
reported through 5ARs and was not reported to th^iRSA . The Peer Team had previously become 
aware of significant suspicious transactions totalling qy$r on 22 January 2007. 

A final report was subsequently provided to the FSA arouncjPi||e time the Interim Results were 
announced on 2 August 2007, and the party line of the Readinp^cident being a fundamental 
breakdown in controls at Reading perpetrated by one individual, Lyftden Scourfield, with no financial 
crime implications, was : upfoeteLi 

j iVwas a ’'whitewash'' exercise; theffet of a number. The FSA were seriously and deliberately 

J ^ted. ••• , 5v h Jlpgg^ 

u — **—' ' ■ " ■ j « : ; i -- — ■ - — ____ 

KPMG and Group Credit Risk hacf undertaken significant investigation, and knew that the report 
submitted to the FSA was incorrect and.deliberately misleading. This timing coincided with the 
securitisation and syndication markets closing and wholesale markets tightening. It was the real 
beginnings of the financial crisisinthe UK. 

The End 

In February 2008 the Annual Report and Accounts for 2007 were announced. The Accounts had 
been prepared in contemplation of the Rights Issue, which had been strongly influenced by the FSA 
after they had approved Advanced Status under Basel II. 

Disclosure of the Reading Incident at that point in time would in all likelihood have precipitated 
| the collapse of HBoS. 

On 29 April 2008, the Rights Issue was announced. The Prospectus was published on 19 June 2008 
and on 18 July 2008 the Rights Issue closed. Interim Results for 2008 were announced on 31 July 
2008. During this period the Corporate stressed portfolio had grown considerably but was not 
disclosed to shareholders or the City. Meanwhile the FSA had grave and growing concerns regarding 
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HBoS, which appear to have started in September 2007, when coincidentally they were first 
furnished with third party evidence to suggest serious irregularities regarding the Reading Incident. 

On 17 September 2008 the acquisition by Lloyds TSB was announced. Lloyds' Circular was published 
on 3 November 2008 and both Prospectuses were published on 19 November 2008. There had been 
significant growth in Corporate's stressed portfolio, which at that time was reported to the CRC 
(and divisional Risk Committee) as being £40bn. The extent of Corporate's stressed and distressed 
portfolios were also not disclosed in the 17 December 2008 Supplementary Prospectuses, which 
were published following HBoS' Trading Update on 12 December 2008. 

At a basic level, if the Reading Incident had been properly disclosed in the 2007 Annual Report and 
Accounts then it is unlikely that the Rights Issue would have.bi|il capable of proceeding and 
i irrespective of whether the Government stepped m or not alfet time to prevent the collapse of 
I^HBoS, it is unlikely that a solvent acquisition by Lloyds T5$5 woiift&ftave occurred. 

The above issues have been broken down and are discussed in the following sections. 
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9 


TIMELINE 

It Is helpful to represent the events surrounding the Reading Incident, including the complexities and 
interactions that culminated in the acquisition of HBoS by Lloyds TSB, in a comprehensive Timeline. 

The Timeline references facts and refers to evidence, some of which is not contained within the 
body of the report. 

It is recommended that the following Timeline pages are either bookmarked or removed for easy 
reference. 


Dec 01 


In wake of 9-11 and the dotcom crisis, Alan GreenspartfittiHftttfred significant and sustained monetary easing. US interest 
rates are cut from 6.5% to 1.75% and then to 1% in Jun£#ijp3. Greenspan was pivotal in engineering the financial crisis. He 
was further a strong advocate of derivatives and securitisati^* as appropriate vehicles for banks to take risk under the 
guise of improved risk management, and was pivotal in giving fegaland regulatory support for the development of the OTC 
derivatives market in part because other sources of profitability was diminishing. This was a complete 

breakdown of the prudential guidelines andbest practices that hadbi^-ijfifteioped, in favour of a culture of speculation. 


2001 - 
2005 


The above is fundamental to an understanding of the environment in whiidiithe infant HBoS found itself. HBoS having a 
massive funding gap and reliance on Corporate division to assist in funding 

The strategy of HBoS CorpitHale division post merger is one of doijble-dlgit growth predicated on commercial property 
lending, structured and;FdVff^g^firtance, joint ventures and equity participation, ancf entrepreneurial relationship lending. 
BoS' track recoid oufovith The MountfaFid St Andrew 5quarels unproven, yet even still High Value Corporate carries 
significant distressed exposures whichaneeither unreported or have undergone Solvent debt rollover into Good Book 
workout vehicles. 


Despite the high risk Board decisions predicated on market sentiment due to the substantial 

funding^ap, impairment and cT^fjptlon ofTt^lffedisincentlvIsed through KPIs. 

SME market share won in England is largely in the South Ift^.iondon & South High Risk & Impaired Asset portfolio and 
team grow organically. 


2004 


Business banking and Corporate remerge. = ‘ . 

Work begins on preparing for Basel II, IAS Provisioning and IFRS 39. 


Mar 04 Evidence is provided to suggest financial Irregularities Involving a substantial Reading High Risk connection. Evidence also 
suggests that KPMG hi ay have been made aware. 

Mar 05 HBoS Board acknowledge that the shape of the business delivered under the Merger business strategy is untenable and that 
a crisis has been reached. 


June 

05 


27 Oct 
05 


Evidence suggests Hugh McMillan sanctioned a credit application for Seoul Nassau increasing facilities by El.&m to 
C20.9m. DACS Is £ 16.6m. 


KPMG Corporate lead partner Andrew Higgins. Group senior manager Catherine Burnet and Corporate senior manager 
lisa Kjorstad are provided with September 2005 Corporate Portfolio Risk Report and October 2005 Corporate Credit Risk 
Committee Report from which to select year end audit sample. 

KPMG's audit in relation to impairments and distress takes cognisance of the review work of Group Credit Risk, (n respect 
of which KPMG are copied In all reports and plan their audit work with Group Credit Risk. There is a fundamental 
underlap in respect of Mid Value High Risk cases, which is patently obvious. 
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8 Nov KPMG's 2005 year end sample of MV High Risk cases comprises only 1 case, which is a case run out of Edinburgh by Head 

05 of Impaired Assets, Paul Burnett. It does not contain 2 Reading cases that had been reviewed jointly with Group Credit 

Risk in March 2005, one of which is known to contain significant irregularities. 

23 Dec KPMG's draft Management Letter raises inconsistencies in High Value IAS models re provision calculations. The Internal 
05 Control weakness is refuted and the issue is dropped. 




1 Jan 

06 

Peter Cummings becomes Chief Executive of Corporate Division and implements a fundamental reorganisation of Corporate 
division, which becomes asset class led. The role of Head of Impaired Assets is split, with Tom Angus becoming Head of 

Impaired Assets, Trading. 

26 Jan 

06 

KPMG 2005 Audit Close Out Meeting, which primarily concentrates on year end provisioning. Specific cases are discussed, 
as well as the collective provision and the general results of KPMG's and of Group Credit Risk's reviews of the area. Tom 

Angus is in attendance. 

1 Mar 

06 

Basel II is on KPMG's agenda. .iHgib&ip* 

t daPpr 

2005 Preliminary Results are announced. -a 

Apr 

2006 

Tom Angus discovers significant under-provision in High Value Impaired Assets, Lawton {review exercise of best case 
outcomes leads to additional provision need In excess of base case scenarios). 

The issue to reported to Hugh McMillan, Head of Risk, Corporate. The increased HV specifltjfcrovision is accommodated 
via a release from the general provision. 

The Identified weakness does not lead to a pan-wide review of IAS provisioning and impairment reeajgbition across High 

Value & Impaired Assets. 1 : V : ; l ‘i; ' 


118 May Good Book Nexus cleansing issues arise wiSr regard Tip High Risk connections. Lynden Scourfield is notified in relation to 


06 

High Risk cases, which have not been flagge#f%h Rlsfe ahkl-are within the Good Book oorttollo. Good Book senior 
executives and Hof s are monitoring cleansing$l£sing and iiititfitifae exception reports. 

June 

2006 

Tom Angus takes on responsibility for Mid Value Trading Tea(Lynden Scourfieid's area. 

The HBoS Board has no alternative strategy. Minutes siiggWfrliSt it is acknowledged by the Board that HBoS is in crisis. 

29 Jun 

06 

Deckard Error report identifies Corporate Jet Services. 

10 Aug 
06 

Days Past Due Reporting is implemented. 

Within the Good Book a rriajdf exercise is underway to cure or cleanse the 90 days' plus credits. 

22 Aug 
06 

Tom AhfciAS holds first meetfng ; wffch Mid Value Lead Directors, including Lynden Scourfield. (Share prfee is C.E10.I 

Q4 

7006 

Thee e is evidcnee.tp suggest that UK .commercial property market has started to decline. 

Oct 06 

Tom Angus identifies m&fcertal fr regularities in Mid Value London & South High Risk & Impaired portfolio (Lynden 

Scourfieid's team). 

Around J.8 October, Tom Angus requests Lynden for the last credit applications for 8 connections, including Seoul Nassau, 
Smollensky's, Clode and Bredman-Lake. 

Peter Hickman appears to refer to the Reading Incident in an Executive Committee meeting In October 2006. 

Peter Cummings agrees to “lift and drop" Nexus ratings for High Risk and Impaired cases 

1 Nov 

06 

lynden Scourfield submits credit applications as previously requested by Tom Angus. 

4 Dec 

06 

November 2006 Days Past Due cleansed data is submitted to Lead Oirectors for analysis. 
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5 Jan 

07 

UBS Analysts are the first to raise scepticism on the HBoS business model and inherent risks. 

7 Jan 

07 

Date of Tom Angus' spreadsheet showing list of Reading connections reported on Crib Sheets with Limits, Expiry and 

DACS information from July 2006 to November 2006. Tom highlights where credit applications should have been 
submitted to Tom. 

Given the festive season, the spreadsheet appears to have been created before the year end. 

10 Jan 

Reporting Team circulate list of connections showing large Drawn and/or large DACS movements. Appears to be a normal 
monthly routine. Lynden Scourfield's connections are Bradman-lake and Clode. 

12 Jan 

07 

Tom Angus sends Email to Lynden Scourfield and attaches the 7 January spreadsheet. Tom wants explanations to be 
provided by Lynden at a meeting scheduled for 15 January 2007. 

In his Email, Tom Angus draws attention to Lynden's, Mark Dobson's and Juifa Harrison's limits having been extended en- 
bloc. [Evidence suggests that this coincides with the month immediately before XPMG's audit sampling and there Is a 
history of such in this regard.] 

Tom also refers to Theros having a substantial impaired position. 

15 Jan 

07 

Tom Angus meeting with Lynden Scourfield. 

r/v 

David Hurst is forwarded Tom's Email by Lynden, ancf IfcijvQ.uld appear that David Hurst is very aware of matters. 

16 Jan 

07 

Strong Email from Ian Robertson and Hugh McMilfan to Corporate RMs requiring data deansing and Limits resolution for 

Days Past Due reporting by 31 March 2007. 

13 Jan 

07 

Tom Angus memo to Lynden Scourfield advfetag of Peer Review. Is to Include "identification of any latent 

impairment". 

22 Jan 

07 

Internal Investigation Into the Reading Incident commences. £y February 2007 tfhere is still considerable uncertainty as to 
the extent of potential losses but it is strongly suspected that tile kfcely magnitude will be significant, noting at that time 
the unauthorised pertaining solely to Corporate Jet Services Ltd 

On 22 January 20d$j'jthe Peer Team I0 : ^rare of the HBoS/ Uoyds TSB guarantees and loans. 

26 Jan 

07 

Audit Committee request jgnimary infipisqatioM on Top 5 impaired No Loss cases and Top 5 High Risk cases and reasons why 
the cases were not subject i^*provjaittniiWil3il:Oecember 2006 - to be provided monthly. 

2 Feb 

07 

PwC commence JBRs of Seoul Nassau.and Bradmafi&iifcjB* 

Impaired Assets team faffed the Januarry:£iQ07 DPD data cleanse. Team are requested to rectify within deadline already 
set of 31 March 2007 for FSA purposes. 

Feb 07 

Internal escalation of Reading Incident resulting-fh ful! GIA/GCM investigation. 

13 Feb 

07 

Email chain between Scourfield and Hurst suggests that Hurst has updated Scourfield's Impairment models, which 

Scourfield will discuss at a meeting [with Tom?]. 

27 Feb 

07 

HBoS 2006 Annual Report end Accounts is signed by the Board. The Accounts are unqualified and the audit opinion is 
otherwise dean. 

28 Feb 

07 

The 2006 Pre-lims are announced. Lloyds TSB share price is 622p. 

5 Mar 

07 

HSBC's shock announcement regarding US sub prime losses. 

Reading Incident is reported to the FSA as an internal credit control weakness, in which ' a member of staff extended 
unauthorised credit to impaired clients within commercial [mid value corporate] lending". No potential money 
laundering offences and/or fraud Is reported. [Share price is c.£10-f 11.] 

6 Mar 

07 

Pressurc on Days Past Due data quality intensifies. In terms of trending, there are deteriorating numbers. Corporate have 
assured the FSA that the Corporate portfolio will have been fully cleansed by 31 March 2007. 

9 Mar 

07 

Lynden Scourfield goes on sick leave and is suspended from duty on 22 March 2007. 
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12 Mar 
07 

Mar 07 


26 Mar 
07 


Mar 07 

2 Apr 
2007 

25 Apr 
07 


14 May 
07 

May 07 


12 fun 
07 


22 Jun 
07 


26 Jun 
07 

Ju! 07 


11 Juf 
07 

26 Jul 
07 


l Aug 

07 

w/e 6 
Aug 


9 Aug 
37 


February 2007 Days Past Due High Risk listing is circulated. Teams are requested to identify connections likely to require 
impairment provisions in 2007. 

Quayside fees are settled by HBoS at c.£250k. Full payment Is made of all outstanding fee*, with the exception of minor 
fees outstanding on 1 case, which had gone into Administration. 

ACIode director alerts the Peer Review Team of potential money laundering and provides evidence totaling £llm. ft 
involves a number of Reading High Risk cases and also David Mills. The Team is told that Mills and Scourfieid are 
culpable. 

PwC are instructed to carry out an IBR of Corporate Jet Services Ltd. 

New Century (largest U5 subprime lender) files for Chapter 11. 


Lynden Scourfieid resigns. 

HBoS AGM Trading Statement. 

HBoS Reading Incident becomes public knowledge following extensive media coverage. 


David Miller issues first report into the Reading Incident-^j^ipkoup Risk Special Projects team commence full review 
exercise Into the credit limit control environment, thef-eyj^w appears to include intensive*#** reviews. 


HBoS share price begins its decline from 1153p. 

KPMG commence a credit review audit of Reading connections. MySjkr" 

Pre-close Trading Statement. 

Collapse of Bear Stearns' hedge fund. 

Countrywlde warns of 

FSA rejects Advanced 1RB approach Wtitfver appffcation dtie to issues regarding Corporate. Letter from Lord Stevenson to 
FSA ensues, citing the threat on share price and how that impacts on funding. 

V ~_£&. "" _ 

Sub-prime contagion starts to ^readv^ ' i-'- - * 

Ul(:Cartthrerciaf property market fclfttiSteep decline?. 1 "":. 

S«CQntisation and syndicitftJkyj} markets ipfose Corporate is ^unable to sell or write anything". 

Congtafcsional Hearing on the systemic risks of hedge funds. 


Group Risk SpedlikhProjecTs team phteirentation of the»r Credit Limit Control Environment Report (In-depth review ivo the 
Reading Incident); 


The report incorrectly situation regarding the marklngof limits across Corporate. It incorrectly represents 

the Reading Incident. I t sittttttiihlat there was no evidence of financial crime but does not explain that the review carried 
out by Corporate Financial Cvl/he Prevention was only into Lynden Scourfieid personally and additionally Included KYC 
checks. 


The report is subsequently provided to the FSA. It is misleading. 
Announcement of Half Year Results. Share price is £9.40. 


Scores of Quant hedge funds spark each other In unwinding positions creatmgsubstantial losses. 


BNP announces withdrawal of support on 3 money market funds Global credit markets seize ECB injects €95bn overnight 
to bail out troubled hedge funds. 
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12 Aug 
07 

13 Aug 
07 

17 Aug 

07 


HBoS Reading Incident is raised again in the media 


Goldman Sachs and clients inject $3bn into global GEO hedge fund. 


The FED approves measures to assist liquidity. 


Aug07 UK housing (market downturn becomes evident; Lehman, Accredited & HSBC shut offices. 

Evidence relating to the Reading Incident Is provided to the Board. 

Victoria Mortgage Funding is first UK mortgage company to fail. 


10 Sep 
07 

14 Sep 

07 


Bof E announces emergency funding for Northern Rock. 

Evidence relating to the Reading Incident is provided to the Bank of En$ 

Following a run on deposits the government guarantees Northern foerk's remaibtrj&fetail deposits. 

Major losses emerge (UBS, Citigroup, Merrill Lynch, MorganStanley) following significarrt/Vs^^downs. 
FSA evaluation of progress against ARROW assessment ■?>_ 

Further evidence of Reading Incident is prpvided to Lord Stevenson. 

Nov 07 Pressures on financial markets intensify, re^ebted lif».:$fiminished liquidity and interbank funding. 

HBoS pay out Lloyds / Sandstone loan guaranfcW#.£17.441^;*%^ 

■ , jiiji&ii‘ h..- 

Evidence of Reading Incident is provided to the PKm* !V?Snfstevarious IV? Ps and the FSA. 


17 Sep 
07 

Oct 07 


4 Oct 
0 / 


10 Dec 
07 


12 Dec 
07 

13 Dec 
07 

1 )an 
08 

22 ian 
08 


24 Jan 
08 

17 Feb 
08 

27 Feb 
08 


28 Feb 
08 






Further writedowns at UBS and capital cOncer ns 
James Paice MP writes tc lord Stevenson providing evide-wfc in relation to the Reading Incident and expressing concerns. 
B ofNat Bank and Bank of Canada announce measures to ease pressures in short-term funding markets. 

jfpft'Close Trading Statement,; 

HBoS commences operating under the Basel II framework capita? ratio regime. 

Significant Q4 losis&arjnounced by^ipttbank, Merrill Lynch. Citibank seeks to raise $14.5bn in capital. 

Market implosion is 

Treasury Committee inquiry report "The Run on the Rock" is published. 

Northern Rock rescue by UK Government. 

Announcementof HBoS 2007 results. Profits in the retail division are hit by the credit crisis. Despite the back drop of the 
global credit crunch and limited growth strategy. Treasury fair value adjustments are just £227m and the Board point to an 
alleged strong core Her 1 capital ratio. 

Lloyds TSB share price was 457p 

HBoS 2007 results are poorly received by the City As the UK's largest mortgage and savings provider HBoS was particularly 
exposed to the global credit crunch. Share price falls to 634p. 
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Mar 08 FSA submit draft ARROW Risk Assessment tetter. 

3 Ma* HSBC announce $17bn credit crisis losses. 

08 

11 Mar FED introduces Term Securities Lending Facility and B of E expands funding measures. 

08 

Global markets continue to implode culminating in the collapse of Bear Stearns. UK house prices fall at the fastest rate since 
the recession of the 1990s. 


11 Mar 
08 


12 Mar 
08 


16 Mar 
08 


17 Mar 
08 


18 Mar 
08 


19 Mar 
08 


Corporate RMs are instructed by senior executives not to write new deals. 


HBoS raises £750m of new capital albeit at 9.5% (3.5% higher than the rates charged to mortgage lenders) as a result of 
lower revenues from its investment portfolio and higher Libor funding costs. 

FED launches Primary Dealer Credit Facility. 


Sir Callum McCarthy (FSA) phones Lord Stevenson. 




Lord Stevenson's strange letter to Sir Callum. A hint is rt&tfe by Lord S about false rumours In the market creating hit and 
runs on institutions. Stevenson also lobbies for the B of iM^Swap mortgage-backed securities. 

H BoS short-selling triggered by rumours of an approach by HB^Sp the England for emergency funding to enable 

£128bn of non-customer liabilities to be rolled in the following 


Shares are suspended. 

B of E and the FSA give unprecedented denials / statements. 






28 Mar 
08 

1 Apr 
08 

2 Apr 
08 

8 Apr 
08 

21 Apr 
08 


lames Paice MP write* te J^$$fifev«nson chasfng a reply to an earlier-letter in Deceflfifcer 2007 regarding the Reading 
incident, Lynden and Ouiy^de. 

Mervyn King warned tbfrTreasury Sele£f6omrnjttee That the financial crisis had moved into a different phase and expressed 
concent in relation to theVftvels of banJp&pital. 

Writedowns at UBS and Deutcherf^fcfofal^23^; • 

Moneyfacts report that 20% of marine products withSf^ ; from the UK market in the previous 7 days. 

IMF warns that potential losses from the hnahefed crisis could reach $ltrillon or more, and that effects are now spreading to 
other sectors including commercial property an&obrporate. 

B of £ launches Special Liquidity Scheme. 


Apr 08 Meltdown continues (Citigroup, Merrill lynch, UBS, Deutche Bank). 


22 Apr 
08 


29 Apr 
08 


RBS announces £12bn Right Issue and fair value writedowns of £5.9bn, Capital call is a result of credit market positions and 
to shore up reserves / capital ratios following acquisition of ABN Amro. 

FSA final ARROW letter and RMP are received. They contain a number of areas of concern. 

HBoS AGM and Interim Tradfng Statement. £2.84bn of wr itedowns on its portfolio of complex debt securities. Heavily 
discounted £4bn Rights Issue (fully under written by Morgan Stanley and Dresdner Kleinwort) announced to strengthen 
capital ratios plus £6Q0m from paying the first half dividend in shares. This was the 3" 1 largest Rights Issue in UK corporate 
history and was portrayed as sti engthenirig an already strong capital base in the wake of the deepening credit crisis. 

HBoS Rights Issue announcement is badly received by the City. HBoS' capital base position is seen to be a massive u-turn 
from that presented in February 2008. There were concerns of further deterioration in the UK domestic property and 
mortgage markets, of the illiquid state of the capital markets and of further writedowns from deteriorating values of 
toxic assets including below prime Alt-A mortgages. _ 
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May 08 HBoS Reading Incident speculation is reignited in the media 3nd is linked to the collapse ot EuroManx. 


14 May 
08 

James Paice MP writes to Hugh McMillan expressing severe concerns regarding the Reading Incident end being e matter 
for the regulator and police. 

Announcement of Bradford & Bingley Rights Issue. 3&B subsequently collapses. 


23 May Substantive evidence of financial irregularities regardingthe Reading Incident Is provided to Peter Cummings, the Prime 


08 

Minister and Chancellor. 

9 Jun 

08 

Lehman confirms loss of £3bn in QZ 

4 lun 

08 

Posting of HBoS Rights Issue Grcutar to Shareholders. 

12 Jun 

08 

HBoS share price falls below the Rights Issue price of 275p. 

18 Jun 

08 

02 losses at Morgan Stanley include losses from mortgage.pjro^Hetary trading. 

19 Jun 

08 

HBoS Prospectus published including 5 month Trading StaS«ffVv?nt. 

K iM l, 

.'.EtjjifrBr 

26 lun 

08 

HBoS General Meeting to approve Rights Issue, 

V-v ’iSint 

HJul 

08 

Closure of mortgage lender IndyMac. 

U5 Treasury announces rescue plan for Fannie Mae and Freddie Mac. 

18 Jul 

Rights Issue doses. 

21 Jul 

08 

HBoS Announcement of result (only 8% take up leaving £3.8bn of "stick"). 

However Morgan Stanley had subsequently placed a significant amount of the overhang and had also shorted the stock 
p r 1 or : e certain knowledge of the issue pure They are cleared by the FSA in this respect Hedge funds had 

f|#f e 16 cle of their positions but there were stiH significant loss positions held by institutions. 

24 jul 

08 

rumours of HBoS tafetyer allow Morgan Stanley and Dresdner to sell another significant holding at a considerable 
pFdi^.Other Institutions cRise out their positions. 

James Grbfifcrie (FSA) submits rep&Tfcto the Chancellor on options for the housing market crisis. Includes radical guaranteeing 
of mortgage})ij&fcked securities by tftjfi^overnrnent. 

25 Jul 

08 

National AustraliaJf&hk tumbles. 

28 Jul 

08 

Merrill announces further'd^^erwns of $6bn. 

31 Jul 

08 

Announcement of HBoS first half results. 

1 Aug 
2008 

FSA abandons investigation into March 2008 trash and cash incident due to lack of evidence. 

T 

Aug 08 

Group Credit Risk are permitted access to Joint Ventures to review specific connections. Serious irregularities are 
discovered and disciplinary action recommended. This is turned aside by Mike Wooderson prior to the completion of the 
takeover. 

18 

Sept 

08 

————. 
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8 Oct Gordon Brown PM is sent comprehensive information and substantive evidence relating to the Reading Incident. 

08 

IB Oct Lloyds T58 receives from one of its customers substantive evidence of financial irregularities regarding the Reading 
08 Incident, sufficiently give cause for concern. 


3 Nov HBoS Interim Management Statement (9 months to 30 September 2008). 
2008 

Lloyds TSB Circular is published. 

14 Nov HBoS Scheme Document and Circular are published. 

08 

18 Nov HBoS and Lloyds TSB Open Offer & Placing Prospectuses are published. 
OS 

19 Nov Lloyds TSB AGM and approval of acquisition. . 

08 JB0 


12 Dec HBoS Trading Update. HBoS AGM giving approval of Scheme and Capital Raising. 


08 


’'•Ktf&jrr? , 


17 Dec HBoS and Lloyds TSB Supplementary Prospectuses are published following the HBoS Tradl&fc.update The extent of stress 
08 and distress in the HBoS Corporate portfolio is not disclosed The Lloyds TSB Prospectus conclude "The HBOS Trading 

Update is broadly consistent with the Impairment analysis conducted by Lloyds TSB as part of ftirifyjtew process in 
October 2008. V j 


9 Ian Closing of Open Offers. 

09 

16 Jan Acquisition of HBoS completes. 
09 


•fly Hiifiiii: li: •.. 

'Ifk 

. 

. 


Oct 09 The FSA instruct Deloitte to carry out a S166 (Skilled Persons .Btnpibltt) invecUgpttap into the Reading incident. 

JunlO Operation Hornet is launched. 





In September 2008 HBoS was tvyfce the size of Lloyds TSB based on total assets (£681.4bn v £367.8bn). 


The Lloyds TSB share price had peaked in February 2007 at 622p and in February 2008 (FY 2007 announcement) shares 
were trading at 45 


% 


41 




MM 

MM 
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SECTION FOUR: THE DYNAMICS 
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SECTION FOUR: THE DYNAMICS 


DISTRESS AND IMPAIRMENT 


Summary 


The HBoS high risk business model followed post merger was predicated on market sentiment. 
Fundamental to its success was avoidance of impairment and distress in Corporate division: 

• The Board set KPIs to restrict impairment and distress, andfmprove perceived credit quality; 

• Regulatory capital was thus manipulated; . ;; r|gjjjj* 


• To change the status quo risked a run ort deposits, a fall in share price, reduced external 


credit ratings, increased funding costs an^iincreased regulatory capital requirement; 


-rrnjHH; 

• From 2005, Basel II and the start of the HBoScrisis had a major impact on the malpractice; 


• The Reading Incident would have had a fundaact on HBoS and was externally 


concealed. Internal Ma n age mSitinfor m at ion tradciihe deteriorating trend; 

• Oversight functions and KPMG cfiicf not review or audit Mid Value High Risk connections in 


Reading. The underlap is clearly evident. Evince suggests that this was deliberate; 
• The financial crisis severely impacted HBoS from July 2Q07; P' 


♦ There were sufficient warning signs, which the FSA acknowledged but actioned too late; 

• Reading and levels of distress were concealed from the market, shareholders and the FSA, 



mnct rritirallv in and f rom February 2008 . 



Background 


The recession of4&90 - 1993 is interesting as it was during this period within Bank of Scotland that 
the refusal to recogriffee large Corporate impairment and crystallise loss was cultured, originally 
based on the honest intention of either working with the customer, or in respect of property deals, 


bringing in-house as equity ctesfteto hold pending the up-cycle. Within the Mound (Head Office) 
however that through the cycle support had manifested itself into another beast all together. 

Coming out of the recession, that culture within The Mound and St Andrew Square (Large Corporate) 
escalated, resulting in more complex deal structures and more risk taking. Gavin Masterton 
(Governor and Treasurer) and Ian Robertson (MD Corporate Banking) "perfected" loss avoidance 
through rolling debt into new vehicles owned by "entrepreneurs", with the Bank often taking a cut 
of any upsides by way of profit share. 

Pre-merger and following the departure of senior Corporate credit risk executives Jim Purves and 
Colin Leslie, Corporate under the influences of George Mitchell (Chief Executive of Corporate 
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Division) and Ian Robertson, had become increasingly more covert. Corporate strongly resisted the 
"intrusion" of High Risk. They refused to formally acknowledge distress and considered that they 
were best placed to workout situations. Meaning restructure and lend more. They were resistant to 
normal group oversight functions, with the exception being at Board level. 


Ian Robertson had his own Good Book "High Risk" team under Ray Robertson. It was well known 
within the control functions of Edinburgh. Cases, which were flagged High Risk or Impaired, were 
"basket cases". Credit sanctioning lacked any real challenge and could never be construed as 
independent. Despite concerns expressed that the Chief Executive of the division chaired the 
divisional Credit Risk Control function and thus there was a fundamental flaw in the "first line of 
defence", the structure was not modified. 


By 2003 it had been apparent that the Business Banking strategy ($ME penetration into England and 
Wales) had largely failed and it was therefore left to Corporate to:;$eliver and exceed the aggressive 
growth target that had been pitched at the merger. Deals became more leveraged, more equity 
stakes were taken, and entrepreneurial lending spiralled. All assisted by^feprising property market, 
which delivered substantial fee income and profits from the sale of investments. However at the 
centre was a known core of entrepreneurial lending, which was growing exponentially. Part of that 
growth was from the restructuring and;refinancing of "distressed" connections. Irrespective of 
those deals, a large proportion of deals fucked sound credit fundamentals. The magnitude of the 
deals made it impossible to replicate the"Rpbbd^!i:QJlovers of the 1990s in the event of a sustained 
downturn. With oversight otherwise being wayEtflthe divisional Risk Committee, Board and Audit 

Committee. Additionally, larger deals were reported to the Board on a monthly basis. 


No oversight function was permitted meaningfuf success to Joint Ventures and Equities. It was only in 
the second half of 2008 that Group Credit Risk was permitted access to undertake a review of Joint 
Ventures, a^J^j^serious dysfunctional behavioui^pperational risk and distress. The conduct of 
those invpteed was ah^tved by Mike Wooderson immediately before the Lloyds TSB takeover 
completed. 


Causality 


Peter Cummings (Chfcef Executive|j§jCorporate Division) created the Causality function in Spring 
2006. Bad lending practices in Corporate had snowballed. The extent of potential loss and distress 
that was being concealedwas;potentially substantial. Significant new deals were written almost in 
desperation when there shoiiliff have been no justifiable commercial and credit reasons for doing so. 
The reliance on Corporate was extreme. Credit assessment in the larger deals was lacking. 
Sanctioning of these deals was out of control and most worryingly those deals were being "rubber 
stamped" by the Board. 


Marking of Limits was prevalent resulting in homologation of unauthorised excess positions. 

Certain High Value Causality reports were passed to Group Credit Risk and others were discussed at 
the Corporate Credit Risk Committee. All High Value Causality Reports that were not withheld by 
Paul Burnett (Head of Impaired Assets) or subsequently David Miller (Head of Corporate Credit 
Sanction), as being too politically sensitive in relation to the involvement of senior executives, were 
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circulated to Corporate Credit Sanction and Portfolio Management. The respective Heads of 
Function and Risk Directors received the Causality Reports for their areas. 

Causality reporting was an important process, providing essential information in relation to internal 
control failure, operational risk, lessons learned and dysfunctional behaviours. KPMG did not 
request any Causality reports from the team so either did not review important information on 
causality trends and cases or, assuming KPMG did sight reports chose to ignore findings. David 
Miller closed down High Value Causality case reviews in late Summer 2007 as the reports were too 
politically sensitive. 




THE HARD EVIDENCE OF STRESS: 2008 






Extracts of the conflicting and misleading information that was contained in information that was 
released to the market and shareholders is contained in APPENDIX II. 


In the following, HBoS announcements and published during 2008 are considered 

against what was known within the High Risk environment hi^ith regard to Corporate division, and in 
particular Management Information by way of the monthly Credit : 8isk Committee reports. CRC 
reports were also provided to the divisional Risk Committee, and during 2008 almost on a monthly 
basis to KPMG. ; 

*.:*». . fniiv 5 ' . 

27 FEBRUARY 2008: Report and Accounts 2007 


There were serious Going Cori^j^pft^iiliiMpns in February 2008 as set out bek>w, irrespective 
of the Reading Incident. ••Si- 




These could be argued as subjective but the decision had been made in February 2008 to raise 
capital via a Rights issue. That decision was feckless. The 2007 Annual Report and Accounts were 
prepared and signed off with the objective of the Rights Issue in mind: 


• HBoS had been in crisis since 2005; 

• Corporate had been unable to write or sell deals from July 2007 (this was not disclosed to 
the market and false statements were made); 

• The FSA had warned, and Group Credit Risk and KPMG were aware, that Corporate's risk 
rating models were flawed and unreliable. The FSA view was that there was a material risk 
of overstatement of regulatory capital. In actual fact, and as KPMG and the Board would 
know, regulatory capital was materially overstated; 

• By approving the Advanced Status waivers and then influencing the Rights Issue, the FSA 
effectively transferred the cost of the risk the FSA had created through capital reduction, to 
investors. This was not made clear to investors and shareholders; 

• Treasury's Liquidity Portfolio could not be realised to generate capital and liquidity; 
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• Treasury could not raise funds via securitisation or other paper; 

• The wholesale funding markets had otherwise tightened. This impacted on the availability 
and cost of wholesale funding; 

• If true credit quality had been disclosed to the market then HBoS' external credit ratings 
would have been downgraded, the ability to secure wholesale funding would be severely 
doubted, a deposits run was highly probable and the regulatory capital requirement would 
increase; 

• Credit Default Swaps were already highly volatile and external credit ratings already carried 
a high risk of down grade; 

• The heightened risk of a deposit run had been evidenced in September 2007 at Northern 
Rock; 

• In the absence of realisation of Corporate investments and Treasury securitisations, funding 
of Retail was precarious; 

• Even in a status quo of conditions at that time, with the maturity of wholesale funds, the 
changing maturity profile and the funding requirement, meant that a capital crisis was 
inevitable and in all likelihood within 12 months. This was not made clear to shareholders 
and investors; 

• In February 2008 the econom|£p.utlook was extremely poor, including the expectation of a 
significant fall in the UK reside^fa|^rpperty market, which had been in decline since August 
2007. 



29 MKfcWdS: AGM'^TJEMENT AND ANNOUNCEMENT TO THE RIGHTS ISSUE 

In Februaif < @!Q8 the housebii|Jtding industry went into freefall. HBoS was significantly exposed to 
housebuilders^ property development and construction. At the end of February 2008 Crest 
Nicholson became distressed ancjfe March 2008 formally entered High Risk and Impaired Assets 
under the direction 6f:David Gib^fe Almost immediately afterwards McCarthy & Stone and a 
number of other significaifWt credits became distressed. During April 2008 referrals from joint 
ventures, equities, leveragedadd entrepreneurs picked up pace. The exposures were very 
substantial. 


Objective assessment suggests that the FSA should have reasonably known in February 2008, £4bn 
was never going to be sufficient to provide an adequate capital buffer. 

Prior to the Rights Issue Prospectus being published on 19 June 2008, ft was evident that the 
amount of capital that was required was very substantial and in all likelihood HBoS W 3 S a gone 
concern. 
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31 JULY 2008: HALF YEAR RESULTS JUNE 2008 


The Interim Results were announced on 31 July 2008, ten days after the Rights Issue had closed. The 
30 June 2008 Interims were contained in Lloyd TSB's Circular (3 November 2008) and the HBoS and 
Lloyds TSB's Prospectuses (19 November 2008). 

The 30 June 2008 Interims are deliberately misleading and do not present the true extent of 
distress in the Corporate portfolio. Knowledge of that distress was essential to a proper 
understanding of the Interim Accounts. 


In the Distressed Portfolio as at 30 June 2008 balances with High Risk status amounted to £2.3bn 
(DACS £814m) and there were cases totalling drawn £3.5bn, wbi^fiad been referred as Stressed 
and were waiting categorisation. The drawn value of cases under Close Monitoring is unknown. 


In total in the first half the Distressed Portfolio had increased from £4,7bn to £9.8bn. The Interims 
report a total figure of £4bn at 30 June 2.008 (an increase of £1.5bn frtitft 1 July 2007). The 
Distressed Portfolio actually increased by £0.5bn in the S months ended 3 ^December 2007 and by 
£5.6bn /133% in the period 1 July 2007 to 30 June 2008. 


Migrations included significant singiecredits. 


Sir Ron Garrick was Chairman of the divisipnahWisk Committee and attended Corporate Credit Risk 
Committees, which Peter Cummings chai remand also received copies of the monthly CRC reports. 

In the Interims, given the flaws in the models, |&>k and Expected Loss were again 

but more significantly understated, with the con$ig<$iifcnt overstatement of the Core Tier 1 capital 
ratio. The understatement of Corporate RWA should have been evident to the FSA. 

KPMG reimpairments as part of the scope of thsir work in connection with Interims. 

Of further concern is the entrepreneurial, equity and leveraged deals that were struck in the first 

l H6a{^L*: hlfUyg*;. . ' ' 

half of 20(38.- An umber of the^e deals lacked any credit fundamentals, lacked security and exposed 
the Bank to evert greater risk. Tte directors would be aware of these deals via the monthly 
Advances Schedules. It is not known why at the very least in January 2008 the directors did not 
formally clamp down hard on credit appetite. The directors knew that they were not taking "a 
cautious approach" and tb Siav otherwise is grossly misleading . 


In relation to Leveraged loans the FSA risk review specialists had a remit to complete a review of the 
Leveraged portfolio by 15 May 2008. The findings should have been such to give severe cause for 
concern. Additionally a "Credit Risk" visit was undertaken in June 2008. 
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Going Concern Considerations at 1 August 2008 

The view has been taken by analysts that losses of £7bn would have required HBoS to be 
recapitalised. 


The IFRS requirement for directors to make an assessment of the entity's ability to continue as a 
going concern also applies to interim financial statements. Going Concern and principal 
risks and uncertainties change over time as a business develops and as the business environment 
changes. Thus these disclosures need to be revisited when preparing each set of annual or interim 
report and accounts. 


Before the Rights Issue closed and on 1 August 2008 there were fundamental Going Concern 
considerations- Leaving aside the position with regard to the closure of the Rights Issue, if the 
assessment of fundamental uncertainty is correct as at 1 August 2008, then the directors should 
have disclosed that there was fundamental unce0|jH|i^Tn the Interim Accounts, and made clear 
disclosure of the nature and implications of thei ^ih-tertainty. The Interim Accounts would 
otherwise be seriously misleading. With a Distressed Portfolio of c.£9.8m and growing, with no sign 
of abatement in the economic crisis, then it is hard to conceiveHBoS could turnaround that 
magnitude of debt. Disclosure of the Reading Incident at;Sptime would likely have had a 
substantial adverse, ff not most probably terminal affect ohl^apS. 

" ‘ -‘■•'f' y :; 


INTERIM MANAGEMENTSTATEMEBflf'3 NOVEMBER 2008 

- —■— - . ----- 

The Corporate Stressed PortfoSd totalled €40bn as at 30 November 2008. (This compares with 

total Corporate profit since 2001 

The Interim Management Statement (IWIS) Js deliberately misleading and does not provide 
essential information relating to distress within the Corporate portfolio. The IMS was contained 
within the Circular Issued by Lloyds TSB on the same date. 



The IMS contains Management Information for the 9 months ended 30 September 2008. The IMS 
discloses the Corporate impairment charge for the year to date of £1.7bn. At 30 September 2008 
the Distressed Portfolio contained High Risk cases totalling drawn £3.5bn carrying a DACS of £1.9bn, 
and there were a further £2bn of cases pending classification. This is not disclosed, nor is the sharply 
increasing trend to Impairment which had been experienced since April 2008. The contagion had 
spread to HBoS exposures in Leisure related businesses and the Retail sector. The Pubs sector was a 
real cause for concern. Within High Risk, there had been a total of £4.4bn of new cases in the period 
and migrations to Impaired of £1.9bn. From April 2008 a significant amount of cases had been 
migrating from Good Book straight to Impaired. 


At 31 December 2007 the Corporate Distressed Portfolio had totalled drawn £4.7bn. At 30 
September 2008 it totalled Drawn £11.7bn. The drawn of cases in Close Monitoring is not known. 
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The Executive Summary of the CRC report comments that provision levels, trends and concerns had 
been discussed with KPMG, and that there had been a real pace in the deterioration of the economic 
environment over recent weeks. 'The extent of such trends and potential volatility arising cannot be 
underestimated/' 


In the Summer of 2008 Group Credit Risk were permitted access to Joint Ventures to undertake a 
portfolio review of certain connections. This was the first time they had been permitted to 
undertake deep-dive investigation. Significant irregularities were discovered. Those culpable were 
ultimately absolved by Mike Wooderson, immediately before the Uoyds TSB acquisition concluded. 
This was a form of judicial review process as a result of strong representation for disciplinary action 
by Group Credit Risk and push back by Peter Cummings. Causali^prtflarly later found significant 
irregularities including breach of Joint Venture rules whereby and facilities were provided via 
the Entrepreneurs team to fund equity stakes, loans and capj&i&lifer counterparties. These breaches 
of obligations are serious, and extend to the main Board vja the A&yjiaitces Schedules, divisional 
Corporate Risk Committee and the Audit Committee. 


On l August 2008 the FSA met with Peter Cummings to discuss their investJgation findings to date 
and the serious concerns these raised. On 17 October 2008 the FSA wrote fortHrMajly to Peter 
Cummings, enclosing an updated This letter gave rise to the referral to Enforcement 

On 13 October 2008, Lloyds TSB were evidence in relation to the Reading Incident, 

which should have given rise to considerable cau^-fiDr concern. 

Uoyd TSB '5 Circular to shareholders was issued on the same date as HBoS' 

Interim Management Statement, and containOdibb®t enm ^^^gement Statement. 






CORPORATE CREDIT RISK COMMITTEE REPORT 30 NOVEMBER 2008 


Significant impairment charges were booked in October 2008. 


The year to date impairment charge rose from £1.7bn at the end of September to £3.3bn. The 
charge was £602m for thieyearL^nded 31 December 2007 and £469m in the 6 months ended 30 June 

2008. 


The total Distressed Portfolio had risen from £4.7bn at December 2007 to c.£15bn_a_s at 30 
NpveiTiber. Connections under Close Monitoring amounted to a further £25bn . The total Stressed 
Portfolio was c.£40bn. 


Total adjusted capital resources under Basel II (adding back EL and the Bad Debt charge, and 
deducting the Rights Issue proceeds and Collective Provision) as at 30 June 2008 amounted to 
£38bn. 
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The CRC report was provided to KPMG. The first draft of the report had been completed on 17 
I December 2008 and was presented prior to the Christmas break. 


On 12 December 2003 HBo5 issued a trading update in advance of shareholder meetings on the 
same date to approve the placing and open offer, and the acquisition by UoydsTSB. 

The trading update resulted in Supplementary prospectuses being published. These were 
published on 17 December 2008. THE SAME DATE AS THE FIRST DRAFT OF THE 30 NOVEMBER CRC 
j REPORT. 

NEITHER THE TRADING UPDATE NOR SUPPLEMENTARY PRQffitrUSES DISCLOSE THE EXTENT OF 
STRESS AND DISTRESS IN THE CORPORATE PORTFOLIO, •-•fuu's'-- 

LLOYDS TSB CONCLUDED "THE HBOS TRADING UPDATE IS BROADLY CONSISTENT WITH THE 
IMPAIRMENT ANALYSIS CONDUCTED BY UOYDSTSB AS PART OF ITS REVIEW PROCESS IN 

OCTOBER 2008. ".THE ADDITIONAL IMPAIRMENT LOSSES BEING INCURRED BY HBOS ARE NOT 

CURRENTLY EXPECTED TO HAVE A SIGNIFICANT IMPACT UPON THE SIZE OF THE NEGATIVE CAPITAL 
ADJUSTMENTS THE GROUP IS LIKELY TOMAKE UPON ACQUISTFION." 


The HBoS and Lloyds TSB Open Offers closed*>n 9 Jan Of ary 2009. 

Lloyd TSB's acquisition of HBoS completed on l^nlamJ^ry 2009 following the final Court approval. 

E VID E B O A R D 

Sample evidence from Boar<£#ftd Executive Committee Minutes is contained in Appendix III. 

In considering tftle tomments madfrin the Minutes, cognisance should be taken of KPMG's role as 
Auditors and of th^^Sliiirement l§|jthem to exercise professional scepticism, which they were 
obliged to do when corisfcte aspects of the comments made in relation to misstatement 

and non disclosure in finanHil'^irtements. [KPMG would review Board Minutes as a matter of 
course in an audit.] 
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CORE BANKING SYSTEM ("CBS") 


Crucial to an understanding of the Reading Incident and the fundamental internal control failure in 
Corporate in relation to the marking of Limits, is a brief overview of CBS. 


Background 


In 2001, Corporate and Business Banking sterling accounts transferred banking platforms to CBS. A 
fundamental weakness in the system was immediately highlighted by High Risk & Impaired Assets, 
Risk, Portfolio Management and Credit Sanction. Limits could be marked or instructed by frontline 
relationship managers giving rise to unauthorised excess positions, which were concealed via the 


marking of the Limit. 


The intention had been to allow flexibility to peltpiit temporary and occasional "excesses" to cover 
BAGS payments (e.g. wages), which could not be pfi&^sed without the account being in Limit. The 
abuse of CBS was prevalent across Corporate and Busin^ss.Biainifeiipg, and despite the issue continually 
being raised and reported by Assurance, Risk and Causalityiiliifipntually by way of Operational Risk 
Event Reports, the abuse was permitted to continue. 


The unauthorised and uncfl^tmlled marking of Limits was a signifiitaiffit risk for the business and 
was prevalent. It was ^fwndarheffltal failing In Internal control. It had been identified soon after 
CBS became live. ’‘"TT 


Certain Good Book line managers would pull Master List and Event History reports from CBS for their 
Relationship Managers, periodically as an oversight function, and particularly when carrying out 
portfolio reviews. It was extremely difficult to mbihftpr where complex facilities were in place, 
including Foreign currency accounts or accounts which sat outside of amalgamated group positions. 
However for the majority of connections, tjh|is routine was an extremely powerful tool to identify 
dysfunctional behaviour. 


Credit Sanction was frequently put in the situation of having to homologate excess positions. 

The Reading Incident 


David Miller was Head of Credit Sanction and was fully aware of the risk that the marking of Limits 
presented across Corporate. David Miller headed up the GfA and Group Credit Risk special 
investigation into the Reading Incident. 

The Reading Incident was reported by HBoS to the FSA in March 2007 after the 2006 Annual Report 
and Accounts were announced on 28 February 2007. David Miller's interim report was issued in 
May 2007 and on 26 July 2007 the final report was issued. Neither report disclosed that the marking 
of Limits was prevalent across Corporate. 


Co mriisrcia liy nsiti v e 


Highly Confidential 


Page 42 





























RESTRICTED STATEMENT: SALLY MASTERTON 
INTERVIEW: 10 rh / II th July 2013 


PROJECT lORD TURNBULL 
SECTION FOUR 


26 July 2007 HBoS Group Credit: Risk Review of the Credit Limit Control Environment 

The FSA was provided with a copy of the July 2007 report, which was effectively a “whitewash” of 
the true extent of, criminality in, and governance issues surrounding the Reading Incident It 
identified the access controls” weakness in CBS but did not explain that the abuse was prevalent 
across Corporate. In fact it comments: 

“Our testing indicates there is not an endemic limit abuse issue.within the wider CB [Corporate] 

environment.” 


That statement is untrue and as Head of Credit Sanction, David Miller was aware of the untruth. 
Causality had reported it to him many times and he was also avyan^from his own sanctioning teams 
of the number of excess homologation submissions that wec€*§li&ived. Nevertheless, the FSA 
should have recognised that credit control across Corporaiti^ vvass^verely compromised. In fact they 
probably did as they had scheduled to review credit control in Q4 2007, however the pressing 
requirement of the Advanced IRB approach waiver took precedence. lt%fnot clear whether or not 
they had considered the role of KPMG as a potential contributory factor irvthe Reading Incident 


The report avoids any reference to the Management Information provided to, ami foie of, the Credit 
Risk Committee and Risk Committee,J3^ in particular the detailed High Risk information provided 
by way of the CRC report. 

Corporate Financial Crime Prevention ("CFC&”) did carry out a restricted scope review in Spring 
2007. However the scope was extremely limited and cjtfi not extend to consideration of money 
laundering offences outwrth Lynden ScourfielcIpers^aHV (restricted to within BoS). Additionally 
limited KYC checks were undertaken. CFCP were Instructed after suspicious money laundering 
transactions were known but that knowledge was either not imparted or if it was, it was excluded 
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"Reporting" of the Reading Incident 

The "whitewash" or deliberate misleading of the FSA comprised: 

* Limitation to one "rogue" employee; 

* Lax risk management controls within the High Risk environment; 

* Confession to CBS access controls but concealment of the prevalence of abuse across 
Corporate; 

» Confession to inadequate sampling by Group Credit Risk; and finally and the least 
improbable of all: 

■» Avoidance of culpability by senior executives. 

In relation to the latter the existence of, and level of detail contained within Corporate Credit Risk 
Committee monthly reports is not divulged in the report. KPfi/lG at&complicit. The executive lead 
on the report was David Miller, Head of Corporate Credit Sanction, ^^.report distribution list 


comprised: 


Peter Cummings, Chief Executive, CB 
Hugh McMillan. Managing Director, CB 
Stewart Livingston, Managing Director, CB 
David Fryatt, Head of GIA 'If- 
Philip Grant, Managing Director, RetafLD^ision 



Gordon Grieve, Managing Directof^StrategyijSi; International 
Dan Watkins, Group Risk Director Up!;;.. ff::;: 


Andrew Higgins, KPMG 
FSA 


The FSA had been first advised of "control issues" at’Reading in March 2007. The FSA had also been 


advised that Group and Corporate Financial Crime Prevention were investigating potential fraud. In 


both these regards Hugh McMillan had verbally informed Julie Gregory, who had been in charge of 
the HBoS Supervision Team at that time. 
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Group and Corporate Financial Crime Prevention 

Despite there being evidence to reasonably raise suspicions by the Peer Review team of money 
laundering in January 2007 and their having been formally alerted on 26 March 2007 to strongly 
suspicious transactions totalling £llm with a subsequent stream of large and suspicious transactions 
thereafter, the scope of the review undertaken by Group and Corporate Financial Crime Prevention 
was extremely limited, and was contained to Lynden Scourfield personally and to KYC checks relating 
to David Mills. The Financial Crime Prevention investigation was closed on 13 August 2007. 


Notwithstanding the fact that the investigation itself was unacceptable and totally remiss, GCFCP' 
report commented: 

"some of the money trails are difficult to follow as funds were remitted offshore" "suspicions 
regarding a [bank] exit fee which he [an Insotvencg&wctitioner who had raised suspicions] was 
instructed to send to a business account., esta&lfch&d that funds were moved between Mills 
accounts to an offshore account with another bank..,...and was not sufficient evidence to confirm 
criminal activity" 


Of additional concern is that Lynden Scourfield's laptop had notb&en secured when he 
surrendered it to the 8 anli:: 5 |ii^p ; suspended from duty cm 22 March £007. Policy was not followed 
and the laptop was iranWiiateify $mt to be reconditioned with the result that the hard drive was 
disposed of. Who authorised this r$.£i-n clear but under policy it is likely that that person would 
have been either AndrewS^ott or Miller. 



it has to fje considered that Group Credit's report in July 2007 should have prompted a sl66 Skilled 
Person's Report (investigation) by the FSA : at that time. 


The timing of the report coincided with the tightening of the credit markets. There was no particular 
up-tick in the volume of referrals into High Risk to December 2007 so it must be concluded that 
there was no corrective review for distress in the Good Book by Group Risk or KPMG. 
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BASEL II 

A simple and high level walkthrough of Capital Requirements, sufficient for the level of 
understanding required for potential jury evidence is attached as APPENDIX IV. 


BASEL II AND THE READING INCIDENT 


Introduction 


Basel t) was laudable in theory being the improved engage^jelnt; ^ senior management in credit risk 
management and credit decisioning, with the intention wibflity in the calculation of 
regulatory capital to reflect the risks inherent in a bank and its assets^Stenerally and theoretically 
speaking, this meant that the greater risk to which the bank is exposed, iK&greater the amount of 
capital the bank needs to hold to safeguard its solvency and the overall stabfSty.of the economy. 




Under Basel ], HBoS had manipulated! Jhe Specific Impairment Provision and disttiss to maximise 
the calculations of regulatory capital adequacy ratios. 


Where Basel II fell down in relation to HBoS and KPMfS was with regard to what the F5A called "a 
high level of moral hazard", or in other wordsf^dishone^-ideception and plain fraud, to which the 
FSA was ironically live, : : g ; ||p^ ’ 

The risks were clearly apparent, and recognised byiihe FSA during 2006 and 2007 as part of their 
Basel li implementation supervision. It is inconceivable that in contemplation of the Rights Issue 
that the FSA diet not conclude their priority RMP actioWS^investigations) prior to the Prospectus 
being issued or preferably before the announcement was made at the end of April 2008, given they, 
to a great extent had createt&be requirement for an increased buffer through approving Advanced 
Status. 


The Importance of Approved SJtftus 

The reduction in regulatory capital requirements under the Advanced IRB approach to credit risk 
capital under Basel II for Retail was very significant had been given absolute priority within 
Corporate. It was not a distraction within HBoS as has been alleged. 


The theory of Basel II assumed that firstly management would be incentivised to improve credit risk 
management and secondly any surplus capital would be used as a cushion. The theory as far as 
HBoS was concerned failed irrespective of the financial crisis . The theory failed because HBoS was 
chained into the effects of its risky business model. That model had become unsustainable in 2005 
with no fail-back strategy, given the inherent magnitude of capital that was required. 
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HBoS was "cornered". The ability to give a false perception to the market was faltering. 
Management considered ways to force their business model to give the appearance of working. This 
involved ever riskier Corporate lending and increased the attractiveness of reduced regulatory 
capital under Basel II Advanced Status. 

Advanced IRB approach for Corporate was essential reputationally but fundamentally because of 
Retail (one waiver was approved on a group basis). 


High Risk and Impaired Assets 

In 2004, preparations for Basel II, Pillar 3, IAS Provisioning and IPRS 39 began in Corporate. High Risk 
and Impaired Assets were heavily involved at all stages. 

. •' * 

Data from the High Risk & Impaired Assets portfolio Was an essential; pgrt of the Basel II 
preparations. Paul Burnett, a number of the Reporting Team members and other colleagues were 
intrinsically involved in a number of modelling andjrnplementation projectsfor Corporate division 
including those relating to Loss Given Default, the Collective Provision, Nexus (internal ratings), data 
cleansing, Days Past Due Reporting and^he Bad & Doubtful Debts Return. 

Whereas under Basel I the clear objertf^i^ by KPIs, was to minimise the Specific 

Impairment Provision, in preparing for BaiSfcl II, Paulirnade ft very clear in conversations from 2005 
that there were serious at Board leliteJ relatirtp& regulatory capital under Basel II and in 

particular Tier 1 capitaj^ WpM|d be a significant capital GO&t in respect of High Risk connections. 

As such from 2006 thesjfcwas considerable press^eftom Peter Cummings to return High Risk 
connections to the Good B<?©,k, whic^would have tfie effect of improving ratings and RWAs, and 


Corporate division built an intern^ ratings mo< 


risk called Nexus. Analysis of an obligor's 
financial statements together with qui$&ative assessment was then calibrated to the historic 
statistical data of default to give a Probabttty.of Default rating. Similarly Loss Given Default was 
generated from historical statistical data of loss. The Expected Loss was thus heavily dependent on 
historic trending and data. If that historic data had been manipulated to underestimate default and 
contain loss, which HBoS had aggressively done to date, then Expected Loss would also be 
underestimated, which it was. Additionally for internal ratings to be reliable, they require "through 
the cycle" historic data, which Corporate did not have. Anything they did have was distorted due to 
non recognition of distress. 


To illustrate the point of how internal models can be manipulated to reduce capital requirements, • 
a BIS study in 2013 required 15 banks to run their risk weighting models on an identical sample 
portfolio. The banks were spread and reported capital requirements varying from €3.4m to 
! €34. im for the same portfolio. 


Interestingly it is precisely these two points that David Mills focused on in his conversation with the 
journalist in November 2008. 
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The comments are perhaps indicative of Mills' potential defence, which will probably be that he was 
assisting HBoS in avoiding the crystallisation of loss and was acting under the authority of Paul 
Burnett, whose perceived authority he had no reason to query. The potential defence is borne out 
by evidence from Summer 2006, that appears to show that for Reading Incident cases, where the 
most substantial money laundering offences are suspected, Paul Burnett, Lynden Scourfield and Julia 
Harrison were actively trying to restructure those cases and return them to the Good Book, thus 
hiding them from Tom Angus and prevent discovery via the data cleansing exercises. 


INote: There is evidence to suggest that KPMG and the Board became aware of the Reading Incident 
in 2004. In Spring 2005 Group Finance and Risk, and KPMG (in their role as Auditors) had carried out 
o review exercise into the Robustness of Provisioning Policy in Corporate. That review included o 
review of Mezzanine pic.] 


The Reading Incident Impact 

Advanced Status comprised approval from the FSA to approachesfor measurement 

of both credit risk (the Advanced Interna! Ratings Based approach) and operational risk (Advanced 
measurement approach) under Pillar 1 . 

The Reading Incident in term® of the extent of the fundamental breakdown in credit risk internal 
controls and oversight magnitude of loss and impairment, reputational risk, 

governance issues andfeud and rnibhev laundering, would have had a pivotal bearing on the FSA. 
The issues extended to KPW Ka, group functions, Board level and substantial operational risk . On 
balance it has to be concluded:*^ made aware of the true extent of the Reading 

Incident during 2007 then it is unlikefy- thatlhe FSA would have approved either of the 
Basel It Advanced approaches for adoption on 1 January 2008. 

It should also be borne in mind the crisis HBc>S was already in by Summer 2007. It is hard to 
conceive at that time and any time subsequent, how it would be able to trade out of its difficulties, 
and it must therefore be concluded that in all probability it was hopelessly insolvent in Summer 
2007. 
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SECTION FIVE: THE FSA 
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SECTION FIVE: THE FSA 


THE FINANCIAL SERVICES AGENCY 


“The potential impact of a serious failure in the calculation of Regulatory Capital is severe. 

ARROW letter; March 2008 


FSA draft 


Background 


j0 


Emanating from the deregulation of the market ("big bang") in the 193% the FSA was set up to 
assume responsibility as the UK's single regulators i 

Although the FSA was incorporated as a private limited company, implying that regulation was 
endogenous i.e. rooted within the markets and detached from government intervflSiiillion in its day to 
day activities, in reality the FSA was a public body exercising public functions, and accountable to 
Parliament and the judiciary, with Treasury retaining overall responsibility. 

There are some quite substsptj^ conflicts of interest relating to the FSA: 

• Conflict between duties asHjilK Listing Authority and as prudential regulator; 

• Conflict with "BfgLEpur" and d$her large Accountancy firms; 

• Funding entirely de^^e^i^^rms subject to regulation through fines, levies and fees. 

One of the FSA's four statutory oblations wak ffr^hcial stability. Financial stability can only be 
ensured through cooperation between;^ central bank, other safety net players (lenders of last 
resort) and regulators. The link between#^ FSA and financial stability was therefore designed to 

minimise the adverse impact of a bank failure on the efficient running of the economy or capita) 
markets. 
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THE INFLUENCE BEHIND THE RIGHTS ISSUE 


Those charged with governance and KPM6 chose not to report truthfully to tiTKAhT^dTiC’ 
with their obligations and duties. 


HBoS' high risk strategy was known from the outset. The directors were constantly fighting a 
significant funding gap. A Plan B does not appear to have ever been considered. The FSA had a role 
in ensuring there was an appropriate contingency plan in a downside and in a disaster scenario. 
Stress Testing was carried out. However based on flawed information, Stress Testing of itself could 
only be flawed. The FSA via their knowledge of Corporate's credit ratings models ought reasonably 
to have known that Stress Testing was flawed. 


In February 2008 the FSA, in view of the deepenint^nciai crisis and their assessment of the 

economic outlook, heavily influenced HBoS to raise thwcoreTisr i capital ratio to 7% {i.e. by £4bn) 
through a Rights issue. 

Effectively "the cost" of risk associated with approving the Advanced (RB Approach waiver was 
! transferred onto subscribers^ the Rights issue. 


The FSA must be construe^beirij^^rial to that decision and therefore owed some form of duty 
of care to shareholders and potential fnwsskff^.as well as those who ultimately subscribed. 

When capital raising was discussed with the FSA and the possibility of a Rights Issue explored, the 
FSA had a conflict of interest. That corifljtt intensified during 2008 through to the publishing of the 
Prospectus in June 2008 as the financial crifj deepened. As prudential regulator, the FSA were 
concerned in relation to capital adequacy. In its role as the UK listing authority it was concerned to 
protect shareholders and investors. 


"Due Diligence" 

The full ARROW risk assessment undertaken at the end of 2007 had not reviewed Corporate 
division s High Risk portfolio comprising significant exposures in joint venture, equities, highly 
leveraged, entrepreneurial, property development and commercial property deals, all of which had 
been adversely affected since July 2007 and given their nature would rapidly become stressed in the 
event the financial crisis spread further and was prolonged. The FSA knew this. 

The FSA additionally had not conducted its own inquiries into the Reading Incident. Appropriate 
inquiry would have highlighted suspicious activity and suspected money laundering. Appropriate 
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inquiry should have cast significant doubt into the conduct of the directors, senior executives and 
KPMG. [Deloitte's 2009 S166 Skilled Person's Report, did not raise concerns in this regard, which 
were clearly apparent However they may verbally have voiced concerns, which don't appear to 
have precipitated appropriate action.] 

In influencing the decision to raise capital via a Rights Issue, the FSA relied on Group Audit, Group 
Credit Risk and KPMG, none of which were independent. That reliance was ill-placed and the FSA 
ought reasonably to have been aware that the functions were not independent. 

The FSA placed reliance on Basel II internal ratings when assessing credit risk and the health of the 
Corporate portfolio yet knew those ratings were unreliable. The Corporate models were flawed in 
many ways including the very obvious failings of being highly subjective, based on out of date 
fmancal information and out of date valuations (with many-fet? completed at or nearthe peak of 
the market), and artificial credit cycle histories. It is difficglto comprehend how the FSA could rely 
on the Basel II information for Corporate, when they themselves on « purely objective basis would 
not have approved Corporate's Advanced IRB approach waiver. They bo*ed to pressure from Lord 

Stevenson and James Crosbie when they clearly kriew that the Corporate rrlif»{s were not fit for 
purpose. They knew that: 


"The potential impact of a serious the calculation of Regulatory Capital £ severe." 

It should have been reasonable to concl(%th^%^ Weighted Assets and Expected Loss were 
significantly understated. Consequently thecapital posftien and capital ratios as at 1 January 2008 
were significantly overstated. It also has to be borne the significant reduction in the RWA of 

Retail (£50bn) that had been achieved from the approval by theFSA of the Advanced IRB approach 

waiver (note, the waiver is on a bank basis and not;;|y individual divisions). The subscribers to the 
Rights Issue effectively bore that cost. 

Management information was available to the FSA on which an informed assessment could be made 
,n Febr ^ii° 08 ' P rior to ^ announcement of the Rights Issue in April 2008 and prior to the 
publishing ajj|g Prospectus itt.Jttne 2008. Management Information should have been closely 
scrutinised in arty event throughout 2008. 

in February 2008 th^housebuildp industry went into freefall. HBoS was significantly exposed to 
housebuilders, property ^eyelppilnent and construction. At the end of February 2008 Crest 
Nicholson became distressillp in March 2008 formally entered High Risk and Impaired Assets 
under the direction of David Gibson. Almost immediately afterwards McCarthy & Stone and a 
number of other significant credits became distressed. During April 2008 referrals from Joint 
tures, equities, leveraged and entrepreneurs picked up pace. The exposures were massive. 


[ Assessed P’ jrel Y objectively based on facts the FSA should have reasonably known toT^uary 
[ 21X18, £4bn was never going to be sufficient to provide an adequate capital buffer. 
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Prior to the Rights Issue Prospectus being published on 19 June 2008, it was evident that the 
amount of capital that was required was very substantial and in ali likelihood HBoS was a gone 
concern. 


THE ALTERNATIVES 

In the circumstances outlined above, it might have been considered by the FSA, if they were 
consulted, that withholding a Going Concern "qualification ? ' r S¥S^jruary 2008 was in the interests of 
the shareholders. If the FSA deemed otherwise then theFpast Lehman Armageddon would have 
happened in early 2008. il _ 

However the irrefutable evidence of Reading would have given no alternative but the necessity for a 
Going Concern "qualification" given, the materiality of the impairment, the possibility of customer 
compensation, reputational risk and the fundamentallbreakdciijwhi in internal controls. All of which 
required disclosure. 

in summary: 

* Suspicious Activity RapOfts should have been raised by Mardh'2007; 

* Correct disclosure shouidNfcave been made to the FSA In March 2007; 

« There should have been a Stack Exchange announcement in July 2007; 

» There should haveljljn d|^||fure.in the 2007 interim Results, in which event the 
directors could not make a Going Cioncern statement; 

* It should have been disclosed as an Exceptional Item in the 2007 Annual Report and 
Accounts; 

* The Corporate Governance Statement should have had disclosure; 

* Contingent Liability disclosures might have been necessary to cover potential iitigation and 
fines; 1 %, 

THUS 

» KPMG would have no alternative but to give a Going Concern emphasis of matter 
statement or qualification in the 2007 Annual Report and Accounts. 
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2007/8 ARROW Risk Assessment 


The FSA issued their ARROW Letter on 22 April 2008 (Draft in March 2008). The on-site work had 
been conducted in November and December 2007. 


Despite approving the Advanced IRB approach waiver the FSA were clearly concerned about the 
risks the Corporate models presented. “The potential impact of a serious failure in the calculation 
of Regulatory Capital is severe/' 


Whilst appreciating the normal scope of an ARROW assessment, it is difficult to understand that in 
carrying out a full ARROW assessment during November and December 2007, when the syndication 
and securitisation markets were closed, the wholesale marketshad tightened, the financial crisis was 
deepening and given the FSA's concerns in relation to the high risk nature of Corporate's portfolio, 
the FSA did not make due inquiry as to distress, valuations and credit risk relating to that portfolio. 


in relation to Provisioning, the FSA relied on a r&vifiaw conducted by Group Risk and KPMG. The 
Reading Incident had been investigated during 2007 by thi|hd of the year significant 
Provisions had been raised, and subject to audit by 
Group Risk 3nd KPMG deliberately misled the FSA. 


is regard it must be concluded that 


The ARROW letter does t»mmdnt;|hat in relation to syndicated and leveraged loans, the FSA would 
be reviewing those portfolios and their impact on the capital position. Either that review had not 
been undertaken by 19 June 2008 o£the FSA did not act on the findings prior to the publishing of the 
Rights Issue Prospectus on 19 ; June 2flC8. • 

The ARROW letter also comments thajt the FSA wbuld' be heavily monitoring credit risk and 
provisioning in view of HBoS' substantial exposure to the risks of a UK downturn. Again it has to be 
questioned what monitoring was undertafeh ;; priorto the Rights Issue Prospectus being published. 


ARROW letters and RMPs are required by Auditors. There are many issues raised in the April 2008 
ARROW letter and RMP. It is extremely concerning that KPMG chose to continue their stance of not 
complying with their reporting obligations to the FSA. 

It should be noted that throughout 2008 KPMG were heavily involved at HBoS given their role as 
Auditors and Reporting Accountants, and in view of the deepening financial crisis and its affects on 
HBoS. They were in regular receipt of the monthly CRC reports and were in close contact with senior 
executives. 
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DUTY TO REPORT TO THE FSA 


Those charged with governance chose not to report truthfully to the FSA and have condoned”" 
suspected money laundering associated with the Reading Incident. 

HBoS did not report suspected money laundering offences or fraud to the FSA, despite evidence 
that was available that gave rise to reasonable suspicion. 


Companies in the financial services sector must notify the FSA immediately if one of the following 
events arises and it is significant: 

1) It becomes aware that an employee may have epramitt&Kfcaud against one of its 
customers; T > 




2) It identifies irregularities in accounting orother records; 


3) it suspects one of its employees may be guilty of serious misconduct connected with Its 
regulated or ancillary activities^ {N&oS reported item 3 in relation to Lynden Scourfield.} 

Whether or not a matter is significant is dependant upon the size of any monetary loss, the risk of 
reputational loss to the firm and whether the W^gipflects weaknesses in the firm's internal 
controls. :::fLV 


It was impoS$lliBie|j|iynden Scourfield to operate a**"sole rogue banker". There were other 
| HBoS eft^pfiJYees invoiced and there is evidence available to substantiate their suspected criminal 
j involvemSfet. 


At the time of $i|fe£W Scott's and ©avid Miller's investigations in 2007, Mark Dobson and Steve 
Gullon were strongFy^spected assaying direct involvement together with Lynden Scourfield. 
Suspicions were not reported otj0jik s and were not reported to the FSA. They, and others, 
remained employed by retained their Reading and London portfolios and they remained 

in key roles in the management of Reading Incident cases, and were able to influence decisions in 
relation to Reading Incident cases. Mark Dobson was arrested in 2011 and subsequently charged. 
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MONEY LAUNDERING SUSPICIONS 

Strong evidence of money laundering became apparent in early 2007 yet no Suspicious Activity 
Reports have ever been raised, suspicions have not been reported to the Serious Organised Crime 
Agency and have not been reported to the FSA, by HBoS, KPMG or the relevant investigating 
accountants and Insolvency Practitioners. 


Deloitte should have identified evidence of highly suspicious transactions strongly indicative of 
money laundering in course of the sl66 investigation. 

The Reading Incident was reported to the FSA in March 2007 and the FSA was later given a copy of 
the July 2007 Group Credit Report. However the Reading Incident was reported as being a control 
issue relating to a single employee. The FSA was deliberately misled. 

Preventing financial sector firms being used for §,|>uiip6se connected with financial crime is one of 
the FSA s four statutory objectives. The FSA takeilthis objective extremely seriously. They consider 
detection and prevention of financial crime as being* board level issue. Financial crime, including 
money laundering has been identified as one of the major thdifts to confidence in UK markets. 
Maintaining confidence in the financial system is also one of #ie FSA's statutory objectives. 

If suspicions of money laundering and the true extent of the Reading Incident had been properly 
reported to the FSA in 20C7 then it is unlikely that the FSA would have approved the Basel II 
Advanced IR8 Approach for erecfitrisk capital. 


PROVISION OF INACCURATE, FALSE OR MISLEADING INFORMATION TO THE FSA 

Senior executives and directors:Of HBoS and KPMG have committed serious criminal 

offences under the Financial Services and Markets Act 2000. 

- • . 

> It Is a crimmaS offence to knowingly provide information to the FSA, which is false or 
misleading in respect of air issue that is not immaterial. Concealing or failing to disclose 
important information, i$ deemed to foe misleading. 

> HBoS continued to deliberately mislead the f$A in relation to impairment, loss, capital 
adequacy and the Reading incident, for an extended period. KPMG is complicit. 

A number of offences under s398 have been committed relating to the non disclosure of the Reading 
Incident to the FSA including the misreporting of the situation, and the non disclosure of other 
essential information, affecting the Rights Issue and the acquisition by Lloyds TSB. 

Rule 15.6.1 states that a firm must take reasonable steps to ensure that all information it gives to 
the FSA in accordance with a rule in any part of the Handbook (including Principle 11), is; (1) 
factually accurate or, in the case of estimates and judgments, fairly and properly based after 
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appropriate enquiries have been made by the firm; and (2) complete, in that it should include 
anything of which the FSA would reasonably expect notice. 


If a firm becomes aware of, or receives information to the effect that it has or may have provided 
the FSA with false, misleading, incomplete or inaccurate information, it must notify the FSA 
immediately. 


This notification must include details of the information which is incorrect, an explanation why such 
information was provided and the correct information. If it is not possible to submit the correct 
information at that time, it must be submitted as soon afterwards as possible. It is worth noting that 
section 398 FSMA makes it an offence for a firm to knowingly or recklessly provide the FSA with 
information which was false or misleading in a material particular in purported compliance with the 
PSA’s rules or any other requirement imposed by or under the Act. 


Failure to Notify 



Failure to notify altogether or even a delay in notificatioW^Hpirtiount to a regulatory breach and as 
such disciplinary action could be taken by the FSA. Failure titfepitify not only constitutes a breach of 
one or more rules in Chapter 15, but also invites investigation whether or not a firm is 
conducting itself using inadequate arrangements, systems and contrpte. In addition, the FSA will be 
interested in the apportl&h^^ oversight of the controlled function for which notification to 
the FSA is responsibly .' T # 


v- ;: 


■■■'. 1 : 


AUDITORS' RIGHT AND DUTIES TO 





DIRECT TO THE FSA 




KPMG aligned themseh/es with HBoS and lost independence. 



Auditors' Statutory Duty to Report Direct 

Under their risk-based approach to supervision, the FSA relied heavily on the audit profession for the 
provision of audited financial information or other information that comes to the auditor's attention 
in the normal course of their audit work. 

Auditors have a duty to report direct to the FSA under the FSMA on matters that may be of material 
significance to the FSA in relation to the company being audited. 
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In assessing materiality, a matter is of material significance to a regulator's functions, when due to 
either its nature or potential financial impact, it is likely of itself to require investigation by the 
regulator. 

Where an Auditor concludes that a matter does give rise to a statutory duty to make a report then it 
must be done as soon as practicable in a form and manner which will facilitate appropriate action by 
the regulator. 


Where the matter is one that casts doubt on the integrity of those being charged with governance 
or their competence to conduct the business of the regulate d ff ft ii the Auditor must report 
without informing those in governance in advance. 


The precise nature of matters that give rise to a statutory duty to reportlpry. In general however, 
such a duty arises when the Auditor becomes aware that: 




The regulated entity is in seripus breach of: 

o Requirements to maltipljiaiclequate financial resources; or 
o Requirements for those charged with governance to conduct its business in a 
sound and prudent manrif!!^ 

There are circumstances which give reason todbubt the status of those charged with 
governance or senior management asifit ancj:prt>perjo!Gi||||ons. 


Where a statutory duty to report arises the Auditor is required to report regardless of whether the 
matter has been referred to the regulator by other parties including the company or those charged 
with governance, and regardless of any duty owed to other parties, including the shareholders. 


Auditor's Right to Report 

Where a matter does not give rise to a statutory duty to report but nevertheless may be relevant to 
the regulator's exercise of its functions, the Auditor still has a right to report direct. 


In such instances the Auditor advises those charged with governance that in the Auditor's opinion 
that the relevant matter should be drawn to the regulator's attention. Where those charged with 
governance do not properly inform the regulator within a reasonable period then the Auditor must 
report direct to the regulator as soon as practicable. 
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Affect on Financial Statements 

The circumstances that give rise to a right or duty to report may involve an uncertainty on matters 
which require disclosure in the financial statements. Accordingly the Auditor must consider whether 
in the light of a right or duty to report, the disclosures in the financial statements are adequate for 
the purposes of giving a true and fair view. 

There is also the case where there are consequential affects on the Audit Opinion and / or any 
subsequent financial statements. 


THE FCA'S REVIEW INTO THE COLLAPSE OF HBoS 

The recent Parliamentary Commission's Fourth Re$^relating to the Failure of HBoS was based on 
work conducted as part of the Commission's corillilteration of banking standards and culture, to form 
part of the Commission's Final Report. However the seriousness of the Issues raised and to 
shape the agenda for the FSA's forthcoming report following qnticfsm by the Treasury Sefect 
Committee of the FSA report on RBS, it was decided to rd^pfepeparately on the failure of HBoS. The 
terms of reference for the Panel's review therefore directly reflected the overall remit of the 
Parliamentary Commission on Banking Standards. 

The Treasury Commissi)®^ reported on the failure of HBoS required the FSA to carry out a 

comprehensive asses£p£ht to ex^ioicL on themes identified by the Commission's work. Specific 
requirements relating to letters to bfc included ill the scope of the FSA's review were conveyed to 
the FSA, and are set out in lii|ijQon|ipg||ODf| Report. These mainly relate to the FSA's conduct. 

The FSA's Summary Board Minutep&f 5 Septerftfaailf;2012 / discuss the approval of a paper proposing 
the scope of the FSA's review of HBdteyjt was agreed that to the extent the review took account of 
factual input from auditors (KPMG) then .the role of the auditors would be considered in that context 
but the review would not assess the work df the auditors nor seek to opine on the relevant 
accounting standards and their application (on the basis that the FCA does not regulate auditors). 

The FRC has indicated that it wiltconsider investigating the role of KPMG as Auditors of HBoS once 
the PRA's report into the failure of HBoS is available. Under the FRC's powers it will launch an 
investigation if there is evidence to suggest that the financial statements were misleading, and there 
were deficiencies in the audit. Surprisingly until the PRA's report is made available, the FRC have 
stood by the statement made to the Treasury Select Committee in 2009, that the FRC's enquiries 
had not shown evidence of Audit failure. 

Of concern in this is that the conduct of KPMG as Auditors was out of scope of the FSA/PRA's 
inquiry This is quite right given in this respect the FRC are the correct regulating authority. The 
dependency then on the PRA to provide preliminary evidence of misconduct or failings by KPMG, 
would appear a false premise to make. It would appear that there is a significant under-lap 
ambiguity. 
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SECTION SIX: DIRECTORS' DUTIES AND OBLIGATIONS 


This section provides information relating in general to Directors' statutory, regulatory and other 
duties, with particular regard to areas where there have been material violations, non compliance 
and breaches. It is provided for awareness purposes to aid a better understanding for those who 
may not be familiar with the relevant statutes, law and regulation. 


Detailed evidence relating to actual or potential breaches and violations is provided elsewhere, 
where it is most appropriate to report. 




OBLIGATIONS TO SHAREHOLDERS 


Under statue and regulation, listed companies are required to disclose qgftpin business and financial 
Information to shareholders and the market at regular intervals. This infoMittion should "present a 
balanced and understandable assessment of the company's position and prospects". 


In particular, the board of directorsto prepare an Annual Report and Accounts, which 
must be sent to ali shareholders. TheAccouftts (financial statements) must give a true and fair 

view of the financial position of the company antfbe subject to audit. 

- 

Under the Combined Code on Corporate Governance, companies must also disclose corporate 
governance arrangements, which indude a description of the main features of the internal control 
and risk management systems in relation to financial reporting. 

Althou^idpisre are rid ajiplicit obligations resting on companies to disclose the occurrence of fraud 
to shareholders and the rrtgirKet, companies must notify a Regulatory Information Service (i.e. the 
Stock Exchange and Listing l^iority) as soon as possible about any inside information which 
directly concenE^gt which woUllybe used by a reasonable investor as part of the basis of their 
investment decision and thereforeis likely to have a significant effect on the price of the company's 
shares if made generally available: This could include significant and/or material frauds. The FSA 
under its statutory obligatfonS:ijirill provide counsel on the balance that may need to be struck 
between ensuring shareholders receive accurate financial information about the company and the 
risk of reporting a corporate fraud too soon, before the circumstances of the fraud have been fully 
investigated. 


Companies "must communicate information to holders and potential holders of its listed equity 
securities in such a way as to avoid the creation or continuation of a false market in such listed 
equity securities." Accordingly, publication of misleading, false or deceptive information is 
prohibited and a company must take all reasonable care to ensure that any notifications made to a 
RIS are accurate and complete. 
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The l-SA's PRINCIPLES OF BUSINESS AND PRINCIPLES FOR APPROVED 
PERSONS 


HBoS and fts directors materially and fundamentally breached the majority of all Principles with I 
i regard to the Reading Incident and events subsequent to July 2007. 


The Financial Services and Markets Act 2000 (FSMA) gave the FSA four statutory objectives: 

1. Market confidence: maintaining confidence in the financial system; 

2. Public awareness: promoting public understanding of the financial system; 

3. Consumer protection: securing the appropriate degree of protection for consumers; and 

4. The reduction of financial crime: reducing the extent to which it is possible for a business to 
be used for a purpose connected with financial crime. 

•users;.:., 

These objectives are supported by a set of principles of good regulation, which the FSA was 
compelled to have regard to when discharging their functions. 

The FSMA empowered the FSA with sufficient authority for it to regulate the financial services 
industry. 


PRINCIPLES FOR BUSINESS 




The Principles for Business are contained within four statutory objectives. There are 11 

Principles, which are general statem^jftts of the mamTegulatory obligations that apply to each 
authorised firm. The Principles set out Wimple terms the high level standards that all firms must 
meet. 


Contravention of one or more Principles of Business results in Enforcement Action. 
Eleven Principles of Business 


Integrity - A firm must conduct its business with integrity. 

2. Skill, care and diligence - A firm must conduct its business with due skill, care and diligence. 

3. Management and control - A firm must take reasonable care to organise and control its affairs responsibly 
and effectively, with adequate risk management systems. 

4. Financial prudence - A firm must maintain adequate financial resources. 

5. Market conduct - A firm must observe proper standards of market conduct. 

6 . Customers' interests - A firm must pay due regard to the interests of its customers and treat them fairly. 


Commercially Sensitive 


Highly Confidential 


Page 62 


















RESTRICTED STATEMENT: SALLY MASTERTGN 
INTERVIEW: 10 th / 13 th July 2013 


PROJECT LORD TURNBULL 
SECTION SIX 


7. Communications with clients - A firm must pay due regard to the information needs of its clients and 
communicate Information to them in a way which Is clear, fair and not misleading. 

8. Conflicts of Interest - A firm must manage conflicts of interest fairly, both between itself and its customers 
and between a customer and another client. 

9. Customers; relationships of trust - A firm must take reasonable care to ensure the suitability of its advice 
and discretionary decisions for any customer who is entitled to rely upon its judgement 

10. Clients' assets - A firm must arrange adequate protection for clients' assets when it is responsible for them. 

U. Relations with regulators - A firm must deal with its regulators in an open and co-operative way and must 
disclose to the FSA anything relating to the firm of which the FSA would reasonably expect notice. 


Breaching a Principle makes a firm liable to disciplinary sanctions. The Principles are also relevant to 
the FSA s powers of investigation and intervention._ JjNteJie: The Principles do not give rise to actions 
for damages by a private person.) j|piP 


Principle 11: Communication with theFSA :ri^5 

Principle li dictates that "A firm must wttli its regulator^ fot L an open and co-operative way, 
and must disclose to the F5A appropriately anything negating to &firm of which the FSA would 
reasonably expect notice" Sfe 

[The notification requirements of the FSA are set otit in Chapter 15 of the Supervision Manual of the 
FSA Handbook. ] 

Co mm unitiiaiion with theFSA in accordance with Principle 11 includes: 

Any significant failuni;^ the firm’s systems or controls. Including those reported to the 
firm firm's Auditeilfp 

* Any actiSj|i|i|^ich the fir^irproposes to take which would result in a material change In its 
capital ade<jiiii@'ey or solvdjfofey. 

The timescale for notice und^Principle 11 is very much dependent upon the event, although the 
FSA expects the firm to discuss relevant matters with it at an early stage, before making any internal 
or external commitments. Notification under Principle 11 may be given orally or in writing, although 
the FSA may request written confirmation of a matter. 
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Matters having a serious regulatory impact 


Rule 15.3.1 states that a firm must notify the FSA immediately if it becomes aware, or has 
information which reasonably suggests, that any of four situations has occurred, may have occurred 
or may occur in the foreseeable future. These include: 


• Any matter which could have a significant adverse impact on the firm's reputation; 

• Any matter in respect of the firm which could result in serious financial consequences to the 
financial system or to other firms. 


Immediate notification means that a firm should notify its usual : ervisory contact at the FSA by 
telephone or by other prompt means of communication, bef all mitting a written notification. 


Fraud, errors and other irregularities Rule 15.3.17 





This rule states that a firm must notify the FSA immediately if one of the following events arises 
and the event is significant: JSk. 


(1) It becomes aware that an employee rr»ay;have committed a fraud against one of its 

customers; or «§; 

(2) it becomes aware that a person, whether or not. employed by it, may have committed a 

fraud against it; or ' '*?&>•. 

(3) it considers that any person, whether or mpt employed by it, is acting with intent to 
commit a fraud against it; or 

(4) it id-SfttifleslrPGgularities m Its accounting or #ther records, whether or not there is 
evidence of fraud; or 

(5) it sirspects that orttrof its employees may be guilty of serious misconduct concerning its 
honesty or integrity aittiwhich Is connected with the Firm's regulated activities or ancillary 
activities. 




Whether or not a mattefls significant is dependant upon the size of any monetary loss, the risk of 
reputational loss to the ff^jaiiSiffiiiA/hether the incident reflects weaknesses in the firm’s internal 
controls. 
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Inaccurate, false or misleading information 


Rule 15.6.1 states that a firm must take reasonable steps to ensure that all information it gives to 
the FSA in accordance with a rule in any part of the Handbook (including Principle 11), is; (1) 
factually accurate or, in the case of estimates and judgments, fairly and properly based after 
appropriate enquiries have been made by the firm; and (2) complete, in that it should include 
anything of which the FSA would reasonably expect notice. 


If a firm becomes aware of, or receives information to the effect that it has or may have provided 
the FSA with false, misleading, incomplete or inaccurate information, it must notify the FSA 
immediately. This notification must include details of the information which is incorrect, an 
explanation why such information was provided and the correct information. If it is not possible to 
submit the correct information at that time, it must be submitted as soon afterwards as possible. It 
is worth noting that section 398 FSMA makes it an offence for a firm to knowingly or recklessly 
provide the FSA with information which was false olipiisleading in a material particular in purported 
compliance with the FSA's rules or any other requirement imposed by or under the Act. 


w 


Mr 


Failure to Notify 

Failure to notify altogether or even a delay in notification will amount to a regulatory breach and as 
such disciplinary action coij| ; dbe taken by the FSA. Failure to notify, pot only constitutes a breach of 
one or more rules in Chapter-15* tout also invites investigation as to whether or not a firm is 
conducting itself using||§dequateir)|angement^ systems and controls. In addition, the FSA will be 
interested in the apportioijjjpient and oversight of the controlled function for which notification to 
the FSA is responsible. 1 ||| k . , 




In considering the Reading Incident and events subsequent to July 2007 in relation to (1) the non 
disclosure of, and provision of misleading Information to shareholders and the market and (2) the 
Standard Of conduct that was expected, required and obligated under the Principles for Business; 

; there has been m aterial and fundam ental non compliance by HBoS. 
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APPROVED PERSONS 


All members of HBoS' Executive Board and Main Board 
executives were approved persons. 


(the directors) and certain other senior 


An approved person is an individual who has been approved by the FSA to perform one or more 
controlled functions’ on behalf of an authorised firm. The purpose of FSA approval of individuals 
w o perform controlled functions is to ensure that the individuals concerned are 'fit and proper'. 

When considering a candidate's fitness and propriety, the FSA considers: (i, honesty, integrity and 
reputation; („) competence and capability; and (in) financial soundness. The approval of individuals 
FSA regU,ation of the authorised firm for which the approved person performs the 

FSA approval to perform a controlled function bri^pth it a number of Important responsibilities 
including a duty to be aware of and comply with ISA regulatory requirements and expectations. 
Specifically, approved persons must comply with tfeStatements^ Principle and the Code of 
Practice for Approved Persons. These Statements of P%p||||pribe the conduct that the FSA 
requires and expects of the individuai^proves. Four*S**nents of Principle apply to all 
approved persons and three apply to patens igfto carry outI|jjgnificant influence function. The 
Code of Pract.ce sets out guidance, together witfvg^edc example conduct which, in the FSA's 
opinion, does not comply with the Principles/ ‘ Tfe,„ 


Non compliance with these regulatory requiremerits could resuifi the FSA taking enforcement 
action against the approved person. : 

The Pr,r rt^ for persons mirror those that apply to the authorised firm: 

‘ ‘ * 1 f'lr' : 

Principles for Approved Persons 

1- An approved person must a^Mth integrity in carrying out his/her controlled function. 

2. An approved ftggpmuit ajglth due Skill, Care and Diligence in carrying out his/her controlled function. 
f A ; n ^° Ved P e ^^ #i^erve proper standards of market conduct in carrying out his/her controlled 

4. Arrapproved person must deal with the FSA and with other regulators In an open and co-operative way 
and must disclose appropriately any information of which the FSA would reasonably expect notice 

5. An approved person performing a significant influence function must take reasonable steps to ensure that 

h U5meSS ? l he Rrm f ° r Which h6/She iS responslble hi Vher controlled function is organised 
so that it can be controlled effectively B 

5- An approved person performing a significant influence function must exercise due skill, care and diligence 
In managing the business of that firm for which he/she is responsible in his/her controlled function. 
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/. An approved person performing a significant influence function must take reasonable steps to ensure that 
the business of that firm for which he/she is responsible in his/her controlled function complies with the 
regulatory requirements Imposed on that business. 


In considering the Reading incident and events subsequent to july 2007 in relation to the non 
disclosure of, and provision of misleading information to shareholders and the market, the 
standard of conduct that was expected, required and obligated by the approved persons, there 
has been material brea ches of the applicable Principles. 
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Directors UABiUTY for financial statements 

Directors’ Statutory Duties 

The Companies Act 2006 introduced a statutory statement of directors’ duties that replaced many 
ex.stmg common law and equitable rules. The general duty was replaced by a duty to act in the way 
that the director considers, in good faith, would be most likely to promote the success of the 
company for the benefit of its members as a whole. 

Prior to 2007 directors' liability for companies' accounts could arise under: 

• The Companies Act 1985 (1985 Act); 

• The UK Listing Authority's Listing Rules and FSMA (both civil and criminal liability); 

• The general law - misrepresentation, deceitf^negligent misstatement (civil liabilities to 
third parties, plus possible criminal liabit&j^; 

• Directors' duties owed to the company under the common law. 

Liability of directors to persons other than the company fhay be restricted by the Capro decision in 
the same manner as It is for Auditors. 

The 200b Act changed the regime and introduced a statutory regime for directors' liability for 
inaccurate statements Of made in the Directors’Report, iriUding the business review. 

Directors Remuneration Report and Summary financial statement. 

However in respect of these- a dire^rlstjnly liable to compensate the company for any loss 
suffered as a result of an untrue;or Ihisleadh^staternent or an omission of anything required to be 
in the reports if the director: "Sfe. 


• Knew or was reckless as to whetA^e statement was untrue or misleading; or 

• Knew the omission to be dishonest concealment of a material fact. 
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DISCLOSURE 


Issuer Liability 

Section 90 of the Financial Services and Markets Act 2000 (FSMA) makes any person who is 
responsible for listing particulars and Prospectuses liable to compensate a person who has: 

• Acquired or contracted to acquire securities to which the listing particulars or Prospectus 
applies; and 

• Suffered loss as a result of either: 

o any untrue or misleading statement in the listing particulars or prospectus; or 

o the omission from the listing particulars or Prospectus of any matters required to be 
included by FSMA. 


Whether a statement is "untrue" #||iRisleading" is a question of fact, which will be judged 
objectively. Although FSMA does nc^|^|^|^Tie point explicitly, the time at which the truth or 
accuracy of the relevant statement is to AtesfoS^pears to be the time when the listing particulars 
or Prospectus is published. *4 

Section 90 does not cover misstatements or orrvtesipr^sfn an issuers periodic financial disclosures 
(for example, annual and half-yearly reports and accounts), or in information published to the 
market by nrj||p|.of a recognised information servidfethese are both subject to the compensation 
regime in FSMA. 1 

| Pro 'sSj#!|ps Rules reqiilpe:a prospectus to contain a declaration by the directors of the issuer 
that to theof their knovitedge, information contained in the Prospectus is in accordance with 
[ the facts and dS^lteins no omisstiQn likely to affect its import. 

Ther~ are penalties %r knovyihgly being concerned with a contravention of the Listing and 
Prospectus Rules, and in in relation to section 90. 

Section 397 FSMA additionally makes it a criminal offence for any pers on who knowingly or 
recklessly makes a false or misleading statement, promise or forecast, or dishonestly conceals any 
material fact for the purpose of inducing another person to enter an investment transaction or 
refrain from doing so. 
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Information requirements 


Under FSMA Prospectuses must contain ail information that investors and their advisers 
reasonably require, and would reasonably expect, for the purposes of making an informed 
assessment of: the assets and liabilities, financial position, profits and losses, and prospects of the 
issuer of the securities; and the rights attaching to those securities. This is in addition to any other 
specific information required by the relevant Listing Rules or the FSA. 

FSMA further provides that an issuer must publish supplementary listing particulars or a 
supplementary Prospectus in circumstances where there is a "significant change affecting any 


matter" contained in the listing particulars or Prospectus or where a "significant new matter arises". 



Persons responsible may include: 


• The issuer of the securities i.e. the company; 

• Each director at the time that the Prospectus was published; 



• Any person who accepts, and is stated in the fisting particulars or Prospf^us as accepting, 
responsibility for the contents;^ : 


• Any person not falling within arty pf the categories above who has authorised the contents. 
Professional advisers, such as inv^tfnenf Saiff^ and accountancy firms, may fall within this 
iatter category, but will not be ^res^nslble" ^^^yilsting' : particulars or Prospectus if they 
have simpiy given advice as to its contents. J; 




Potential claimants 


A claimant who has acquire# or contracted to acquire securities need only demonstrate that he has 
suffered Ids&ias a result of the; misstatement or omission. He does not need to show that he relied 
on the misstatement in the listing particulars or Prospectus in making the acquisition; it is sufficient 
that the market price was affects# and led to the claimant suffering a loss. 


This is functionally equivalent to the "fraud on the market" doctrine in US securities law. The fraud 
on the market doctrine assumes that where securities are traded In an efficient market, all public 


information is reflected in the market price. The US courts will therefore presume that a claimant 


relied on the alleged material misstatements or omissions when making the decision to trade in the 
securities. 


Section 90 is also considered to extend to after-market buyers (that is, secondary buyers of 
securities that have already been issued and subsequently traded by the original subscriber). 
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Measure of Compensation 


Section 90 provides that a defendant is liable to compensate the claimant for loss he has suffered in 
respect of the securities as a result of the misstatement or omission. However, FSMA does not 
outline the measure of damages, nor is it the subject of any direct authority. There is much debate 
on whether the appropriate measure is that in the tort of deceit (which would enable recovery of all 
losses which have flowed naturally from acquiring the securities) or the tort of negligent 
misstatement (which would confine damages to the consequences of the statement being false or 
misleading). 


Issuer Liability Rules 


Section 90A of FSMA, which came into force on 20 January 2007, carries a fraud test but it imposes 
liability on the issuer and not the directors (or anyone: else), except for liability to the issuer 


Under section 90A of FSMA, an issuer is liable to compsnsatifcashareholder who has acquired 
securities and suffered loss as a result of an untrue or misleading statement in a report required 
by the DTR 4 or an omission from such a report (or preliminary statement to the extent it 
contains the same information). However, the issuer is only liable if a director: 


* Knew or was.F'teGklfess asifewhether it was untrue or misleading; 

* Knew the omEstipn to be dishonest concealment of a material fact. 








The exemption from liability does not expand to civil penalties or criminal offences. 
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The UK Listing Rules and Principles, and the Disclosure and Transparency- 
Rules 


The Disclosure and Transparency Rules contain provisions relating to the obligations to make 
announcements to the Stock Exchange. In this regard an issuer [company] must notify a Regulatory 
Information Service [Stock Exchange] as soon as possible of any inside information, which directly 
concerns the issuer. 


In this regard the test is: 


o Whether the information is likely to be used by a reasonable investor as part of the basis of 
his investment decisions: and 

o Would therefore be likely to have a significant effect dsisthe price of the company's shares. 

In assessing materiality, FSA /UKLA guidance is that it Isndt possible;$$jreduce "the significant 
effect" requirement to a fixed percentage (i.e. no 10% or 5% rule), and the significance of any likely 
price change will vary from issuer to issuer. This in turn will depend on the i ijjji|H[ket's attitude to the 
issuer, the circumstances and the sector of the issuer. 



Shares of financial services companies Whe'efl iiec ame highly volatile from Summer 2007. On 19 
March 2008, HBoS shares were shorted, liljibe secorilhajf of 2007 Northern Rock and Barclays 
also experienced “trash and cash" events. There is ndibubt whatsoever that disclosure of the 
Reading Incident would have had a significant effect on the HBd& share price. 


The Listing Principles ensure that listed companies pay Mie regard to the fundamental role they play 
in maintaining market confidence and ensuring fair and orderly markets. The Listing Principles assist 
listed companies in identifyingtheir obligations and responsibilities under the Listing Rules. 


Listing Principle 2 encompasses theneed for adequate procedures, systems and controls in relation 
to the timely and aiiciirate disclosure of information to the Stock market. Timely and accurate 
disclosure of information to thepnitket is a key obligation of listed companies. 


Listing Principle 3 provides: 

A listed company must act with integrity towards holders and potential holders of its listed equity 
securities. 


And Listing Principle 4 provides: 


A listed company must communicate information to holders and potential holders of its listed 
equity securities [shares] in such a way as to ovoid the creation or continuation of a false market in 
such listed equity securities. 
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Whilst recognising the obligation to announce, the Disclosure and Transparency Rules do allow an 
announcement to be delayed if the delay is not so as to prejudice the legitimate interests of the 
company, as long as the public will not be misled and the company can ensure the information 
remains confidential. It is perfectly reasonable to delay an announcement if there is a need to clarify 
a situation but in the spirit of Listing Principle 4, if a company is unwilling or unable to make an 
announcement then suspension of trading may be appropriate. 

Disclosure and Transparency Rule 2.5.2 provides guidance including that investors understand that 
some information must be kept confidential until developments are at a stage when an 
announcement can be made without prejudicing the legitimate interests of the company. 

.|;§L 

Other sanctions for breaches relating to the disclosure of informiapBn to the market, that may be 
imposed by the FSA are public censure or fines imposed on aiby idirector who was knowingly 
concerned in the breach. 


The Reading Incident was significant in terms of size of the identify*! impairment, the 
weaknesses in the firm's internal controls, seniorresponsibility and culpability, reputational risk 
and the risks of litigation and sanction; 
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The Combined Code on Corporate Governance (2006) 

The Combined Code sets out standards of good practice in relation to various aspects of Corporate 
Governance. 

More specifically the Combined Code as a governance framework contains broad principles and 
more detailed provisions that companies may apply to help them discharge their duties and 
responsibilities in the best interests of their shareholders. The Code is principles-based and not a 
rigid set of rules. 


Disclosure is a kev part of a principles-based governance framework. 

The Listing Rules require listed companies to make a disclosure statement in two parts in relation to 
the Combined Code. In the first part of the statemfp|jji|i= company has to report on how it applies 
the principles in the combined Code. In the secofflpirt of the statement a company has either to 
confirm that it complies with the Combined Cod(ff||jijr : ovisions or where it does not, to provide an 
explanation. (The "comply or explain" requirementjfefc jpflh 

This "comply or explain" mechanism Is an integral part of : iS||Combined Code and is at the heart of 
corporate governance since the Cadbury Report was issued ifi$&92. was designed to give 
shareholders a clear and comprehensive picture of a company's corporate governance arrangements 


in relation to the Code. 

In practical terms, if a company does -not comply with any of the provisions of the Combined Code it 
must state the reasons for hon-cornplEance, the period of non compliance and the steps it is taking 
or has taken to ensure full compli®!^ 


Where there are departures from tfw* Combinecf(Scale's provisions, the Listing Rules require effective 
engagement with shareholders and ihipstors such that the disclosures around non compliance with 
specific Code provisions should not comffj&a surprise . 


Schedule C of the Combined Code includes specific requirements for disclosure within the Annual 
Report, including a report that the Board has conducted a review of the effectiveness of the group s 
system of internal controls (C.2.1). 


Commercially Sensitive 


Highly Confidential 


Page 74 









































RESTRICTED STATEMENT: SALLY MASTERTON 
INTERVIEW: 10 ,h / 11 th July 2013 


PROJECT LORD TURNBULL 
SECTION SIX 


Main Principle C.l - FINANCIAL REPORTING 

The directors have not complied with the Principles and Provisions of the Combined Code in 
relation to their responsibilities for financial reporting. The non-compliance is of a serious nature. 


The board should present a balanced and understandable assessment of the company's 
position and prospects. 


Supporting Principle 

The board's responsibility to present a balanced and understandable assessment extends to interim 
and other price-sensitive public reports and reports to regulator! as well as to information required 
to be presented by statutory requirements. 4 §;|SHk; 

*:tlr nnTrS*.-. 

Code Provisions ^“‘1 


• The directors should explain in the annual report their responsibility for preparing the 

accounts and there should be a statement by the auditors about their reporting 
responsibilities. % 

• The directors should report th$phe business is a going concern, with supporting 
assumptions or qualifications 


This responsibility extends to interim and oth#;price-5.eo^tiv!e public reports and reports to 
regulators as well as to information required to b^^sented under statutory obligations. 


■ 


<%• 


Main Principle C.2- INTERNAL CONTROL 


The Bppd should maintain a sound system of internal control to safeguard shareholders' 
investment and the company assets 


All directors are culpable frirefation to both the Reading Incident and issues relating to distress 
and impairment. 


The Turnbull Guidance suggests means of applying this part of the Combined Code. This is discussed 
below. 

Under Code Provision C.2.1, a company's Board had to report in its Financial Statements (i.e. "at 
least annually" "and should report to shareholders that they had done so ") that they have 
conducted a review of the effectiveness of the system of internal controls. The review should cover 
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all material controls, including financial, operational and compliance controls and risk management 
systems. 


Main Principle C.3 - AUDIT COMMITTEE and AUDITORS 

The Audit Committee has not complied with the Principle and Provisions of the Code in relation to 
KPMG as external auditor and the integrity of the financial statements and interim Results, 
announcements made to the stock exchange and the 2008 Prospectuses. The non-compliance is of 
I a serious nature. 

The Board should establish formal and transparent arrangements for considering how they 
should apply the financial reporting and internal control principles and for maintaining an 
appropriate relationship with the company's auditors 

...... 

The main role and responsibilities of tBjlSBpSjl.Committee are set out in provision C.3.2, and include 

• The responsibility of monitoring financial statements and of any formal 

announcements relating to the company's financial performance, of reviewing significant 
financial reporting judgements contained financial statements; 

• The responsibility to review the companyiisiSrrternal financial controls and, unless the duty of 
a separate Board Risk Committee, or the Board itself, to review the company's internal 
control and risk management systems; 

• The responsibility to review and monitor the external Auditor's independence and 
objectivity and the effectiveness of the audit process, taking into consideration relevant UK 
professional and regulatory requirements; 

• The responsibility to develop and implement policy on the engagement of the external 
Auditor to supply non-audit services, taking into account relevant ethical guidance. 

Provision C.3.7 provides the requirement for the annual report to explain to shareholders how, if the 
Auditor provides non-audit services e.g. engagement as Reporting Accountants, Auditor objectivity 
and independence is safeguarded. 

Finally when considering the misconduct of KPMG, cognisance should be taken of the Combined 
Code (2003) which made it the responsibility of the Audit Committee to address the independence 
of the external auditors in the provision of both audit and non-audit services. (The Combined Code 
(2008) took this further and required disclosure in the Annual Report as to how auditor objectivity 
and independence is safeguarded ) 
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Internal Control: Guidance for Directors on the Combined Code (The Turnbull 
Guidance (2005)) 


The Turnbull Guidance outlines broad principles on internal control. This principles-based approach 
was designed to enable Boards to think seriously about control issues and to apply the principles in a 
way that appropriately dealt with the circumstances of their businesses. It further required directors 
to use their judgement in reviewing how the company has implemented the requirements of the 
Combined Code relating to internal control, deciding whether or not they have complied, and 
reporting to shareholders thereon. 


The Turnbull Guidance is thus not a set of prescriptive procedures but a framework that enables the 
Boards of companies to adopt a risk-based approach to establishing a sound system of internal 
control, which is then incorporated by the company within its normal management and governance 
processes. ^. 

I' 

Mi.?:]-:/- 

In this context any specific risk management o^KpHrnal control issue should be transparently 
described and dealt with as part of a transparefft^rnmunication process. 

The Turnbull Guidance (2005) states that "the annualaccounts should include such 
meaningful, high-level information as the Board consideMf&tessary to assist shareholders' 
understanding of the main features of the company's risk management processes and system of 
internal control, and should not give a misleading impression". 



Of paramount importaunderpljrijhing The Turnbull Guidance was the Internal Control 
Statement "which taken wiS^tfee p^catifig.and Financial Review, provides an opportunity for the 
Board to help shareholders undlf&tend th’!p^|and control issues facing the company, and to 
explain how the company maintainl^framewor^illlnternal controls to address these issues and 
how the Board has reviewed the effectiveness of that framework". 

Pivotal to The Turnbull Guidance was the dbStrine that a sound system of internal control 
contributes to safeguarding the shareholders' investment and the company assets. 


The Guidance further providedthat reports from management should identify any significant control 
failings or weaknesses and should further discuss the impact any such issues have had, or may have 
on the company and the actions being taken to rectify them. In this context it is important to take 
cognisance of the roles and interactions of Peter Hickman, who was the Group Risk Director and a 
member of HBoS' Executive Committee, the Audit Committee, members of Group Credit Risk and 
other senior executives. 
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The Turnbull Guidance specifically provides in relation to the Internal Control Statement: 

"It [the Board] should also DISCLOSE the process It has applied to deal with materia! internal 
control aspects of any significant problems DISCLOSED in the annual report and accounts." 

The Auditor's responsibility with regard to the Statement of Internal Controls is to ensure that 
reporting is transparent and where there has been material non-compliance then disclosure is full 
and frank. 
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SECTION SEVEN: AUDIT AND AUDITORS 
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SECTION SEVEN: AUDIT AND AUDITORS 


Note: KPMG and its material failings and misconduct are considered in more detail in Sections 
Eight and Nine. 


KPMG have over a sustained period not acted with integrity, objectivity and independence. KPMG 
have adopted a position intrinsically aligned to that of the directors in serious breach of material 
regulatory and statutory matters, and with persistent and deliberate disregard of professional 
standards. 



An audit involves obtaining evidence about the amounts and disclosures in 
the financial statements sufficient to give foaphable assurance that the 
financial statements are free from material misstatement whether caused 
by fraud or error. 




The Auditor's primary role is to provide an opinion to shareholders on the 
information provided by a company's directors in its financial statements. 
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To form an opinion on the financial statements the Auditor has to first conclude on a number of 
matters including: 

o Whether the financial statements, including the related notes, give a true and fair 
view. 

To do this the audit involves evaluating various issues, including: 

o Whether the financial statements provide adequate disclosures to enable the 
intended users to understand the effect of material transactions and events on the 
information conveyed in the financial statements. . 



To provide a true and fair view, financial statements must contain b$%critica! and adequate 
disclosure. "’s£=., 



THE FRAMEWORK 



The purpose of audits is to provide greater cofjrfidence irthlfQTOation provided by directors through 
a professional independent opinion on its truth i^ippffness. W 

An Auditor's work is conducted under a framework iSfiprofessional standards, covering auditing, 
ethics andjjfihjiSiiiisifiii^arting, and of legislation and regulation. 

Bank atidrte are extremel^iiilmplicatedand require specialised knowledge and a high degree of 
technical abft^y. KnowledgeTiiequired^of FSMA, The Listing Rules, The Disclosure and Transparency 
Rules and the Taft's rules and guidance as contained in its Handbook. It is unrealistic to expect 
members of an entire audit teanrffjglhave detailed knowledge of the FSA's Handbook in particular, 
however any individual team matter's role must be sufficient in the context of that role to enable 
them to identify situation^^fcjijc&rnay give reasonable cause to believe that a matter of which they 
become aware should be reported to the FSA. 


FSMA makes provision for the right and duty of Auditors to report directly to the FSA in certain 
circumstances. This is considered on page 53. 

Auditors play an important role in financial markets, promoting confidence in financial information 
provided by banks and other financial institutions. 


The directors of banks are ultimately responsible for the information they present in annual reports, 
and for the information on which Auditors report. This is an important point as the Auditor's 
responsibility for auditing only extends to information contained in the financial statements, 
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summary information taken from the financial statements and the Directors' Remuneration Report 
that is described as having been audited. 

In relation to other information in the Directors' Report, Auditors are required to review it and check 
it is consistent with the financial statements. 


THE CORPORATE GOVERNANCE STATEMENT 



Auditors are also required under the Listing Rules to re«ewthe €iacporate Governance Statement 
and consider whether it reflects the company's compliance with thfihine provisions of the 2006 
Combined Code, end to report if does not. ' 


In addition to specific auditing requirements in relation to the director's Corporate Governance 
Statement, the Listing Rules of the FSA require listed companies to ensure that their Auditor reviews 
each of the following statements required by the Listing Rules, before the Annual Report is 
published: 

• The directors' statement in relation to Going Concern; 

• The parts of the statement by the directors that relate to the following provisions of the 
Combined Code: 

o Cl.l: The directors should explain their responsibility for preparing the financial 
statements and there should be a statement about their reporting responsibilities; 
o C2.1: The Board should conduct a review of the effectiveness of the group's system 
of internal controls; and 

o C3.1 to C3.7: Various matters relating to Audit Committees and Auditors 

lf ; based on its review, the Auditor disagrees with the statement by the directors on Going Concern 
or concludes that the Corporate Governance Statement does not appropriately reflect the 
company* *s compliance with the nine provisions of the Combined Code the Auditor reports that 
under the heading "Other matter" in his audit report. 

However, the Auditor is not required to consider whether the directors' statements on internal 
control cover all risks and controls, or form an opinion on the effectiveness of the group's corporate 
governance procedures or its risk and control procedures. 
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AUDITING STANDARDS 

Auditing Standards address basic principles, core aspects, essential procedures and requirements 
relating to the audit of financial statements and the Auditor. Certain Auditing Standards establish 
requirements in relation to specific areas of an Auditor’s work, where it is particularly important that 
the views of Auditors and users of financial statements are aligned. The relevant Standard in 
relation to audit scope, identifies three areas as examples. 


All three are pertinent to the Reading Incident: 

• Going concern; 

• The Auditor's responsibility to consider fraud in an audit of financial statements; and 

• Consideration of laws and regulationypil audit of financial statements. 


THE AUDIT OF BANKS ;! 

Auditors of banks are r^juired to bd aware of the specific regulatory requirements, including capital 
adequacy requirements, that apply t&fcanks. 

The Auditing Practices Board p drifted Pradtfj&a;N.ote 19 relating to The Audit of Banks in the UK. It 
was prepared with assistance andW^ce from Practice Notes are issued to assist auditors 

in applying auditing standards pf general application to particular circumstances and industries. 
Practice Notes are persuasive rather thart prescriptive but they are indicative of good practice and as 
such it would be highly unusual, particularly for the more technical subjects, for an Auditor to depart 
from the guidance. In 2004 the APB updated its PNs to reflect International Standards of Auditing 
and in 2006 PN19 was revised and first released as a consultation draft in May 2006. It is good 
practice to commence observlhg the guidance contained in PNs when consultation drafts are issued. 
PN19 was finalised in January 2007. 

It is impossible to audit every transaction and balance that compile the financial statements. 
Additionally certain items are based on subjective judgement. In planning an audit, Auditors 
therefore take a risk based approach, identifying areas of greatest audit risk and applying audit tests 
and techniques that provide material coverage, or evidence, of the validity of the financial 
statements. Numbers generated in financial statements will rely on a compan/s systems, including 
their systems of internal control and corporate governance, and will be subject to audit compliance 
testing to ensure they are operating as documented and intended, and therefore may be relied 
upon. 
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f h <2 key risks associated with Corporate division were primarily credit risk and market risk. 

KPMG provided evidence in relation to their responsibility for specific audit areas from 2006. These 
were: 


Credit quality 
Impairment 
Going concern 
Basel I and II 
Fraud 

Regulation and Supervision . 

Internal control and corporate governance 

I here were a number of pivotal developments in Corporatel-drvisfefrom 2006 relative to the above: 


Leveraged Finance 
Joint Ventures 
Other growth 

New internal risk ratings system 
Basel II Advanced Status 
"Discover/" of Reading Incident: 
Financial crisis 






RULES AND STANDARDS OF PROFESSIONAL CONDUCT 


Auditors are bound by the Auditing Practices Board ("APB") Ethical Standard, by the ICAEW Code of 
Ethics and by the International Federation of Accountants Code of Ethics. 




The APB Ethical Standard 1 sets ditp the standards of Integrity, Objectivity and Independence. 


Integrity is a pre-requisite for aldose who act in the public interest. To that end an auditor is 


required not to be 


to be affected by conflicts of interest. 


Objectivity excludes compromise and gives fair and impartial consideration to all matters that are 
relevant. The auditors judgement must not be affected by conflicts of interest. 

Independence is freedom from situations and relationships, which make it probable that a 
reasonable and informed party would conclude that objectivity either is impaired or could be 
impaired. 


Independence underpins the auditor's objectivity and is fundamental to the users of financial 
statements. 
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KPMG have over a sustained period not acted with integrity, objectivity and independence. KPMG 1 
have adopted a position intrinsically aligned to that of the directors in serious breach of material 
regulatory and statutory matters, and with persistent and deliberate disregard of professional 
standards. 


APB's Ethical Standard 5 sets out standards relating to the provision of non-audit services to audit 
clients. In 2009, KPMG was appointed Project Manager of the data room for Deloitte's sl66 
investigation of the Reading Incident. KPMG had a material interest in the scope, direction and 
outcome of Deloitte's investigations. KPMG was severely conflicted. KPMG may have frustrated 
those inquiries and in particular in relation to their own knowMd|ii, culpability and misconduct. 
KPMG had a material interest in concealing certain inform^Qpfifrpm Deloitte and subsequently 
Thames Valley Police. r:;5L 


It is surprising that Deioitte did not report any concern to the FSA thafclPMG had a material 
conflict in relation to their role as the investigation Project Manager or WteSi-becanie Project 
Windsor. "telk m.. 

..srhjS::::. 
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DISCLOSURE WITHIN FINANCIAL STATEMENTS 


EXCEPTIONAL ITEMS 

Materiality is a fundamental concept of auditing. In the context of financial statements and 
particulars, information is material if its misstatement (which, includes omission), could influence 
the economic [investment] decisions of users taken on the basis of the financial information. 

Under International Financial Reporting Standards, items that are material either because of their 
si 2 e or their nature, which are derived from the ordinary activities of the business are considered as 
Exceptional Items and their nature and amount must be disclosed in financial statements. 

The separate reporting of Exceptional Items helps proyidea better picture of a company's underlying 
performance and the factors that have affected p§jf|^niance. 

The Specific Impairment Provision relating to threading Incident of itself was an Exceptional 
Item as regards the financial statements, however tlh#;rpateriallity margin as regards a reasonable 
investor would be extremely low given the significant cb^t^Ldeficiencies behind the Incident, the 
consequences for the larger Corporate business and corpdtfite governance, and the money 
laundering aspects. 

Tolerances 

Reporting materiality can be^eparal&t ether, quantitative or qualitative. Qualitative 

disclosure should be thought of in the contact of an important disclosure that is omitted from the 
financial statements, as was the case fn relation to the Reading Incident, and as hinted by Peter 
Hickman. 

Materiality is a matter of judgement. When applying a quantitative measure, one of the practised 
methods is to use a percentage benchmark, in relation to Profit & Loss Account items, one of the 
percentages that might be used is 5% of net income from continuing operations. As explained 
above the tolerance of shareholders and investors would be very low, if not zero, in relation to the 
Reading Incident. 
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ignoring the serious qualitative issues that would give rise to zero tolerance, Peter Hickman’s 
incorrect arbitrary 5% is illustrated in the table below. The table also demonstrates the material 
I impact the Reading Incident cases had on Corporate (and Group) Impaired Lending. 

Note: In February 2008 the total Impairment Provision relating to the Reading Incident was estimated to be 
c.£ 800 m (current estimate based on known cases: c.£lbn). 

(The calculation of the P&L Impairment Charge is a net movement.] 



2007 

2006 

2005 


C’m 

£'m 

£'m 

Imoairment Charge fP&L) 


•«* 


Group 

2,012 

1,742 

1,599 

Corporate & International 

mi 

429 

428 

Group Underlying Profit before Tax 

5,708 

5,53711: 


Corporate Underlying Profit before Tax 

2,320 

1,776 

veCP!:- 

Arbitrary 5% 



••4::2Kjr. 

Group 

285 



Corporate - ; 

116 



Group Impaired Gross Lending 

"Biku. 

10,547 

6,75.9 


Increase in Group Impaired Lending 




Corporate Impaired Gross Lending 

^j?r*f** ni.j. , 1 i „ 

3.165 

• -"1,720 


Corporate With No Loss 

1,648 

557 


Corporate With Loss 

1,517 

1,163 


Increase in Impaired Lending 

1445 



IncreaspMCdrpcrdtilwitlli No Loss 

"%091 



Analysis ofesrouo impaired Landing 




Up to 3 morftfljjL 

1,552 

779 


3 to 6 months 

2,993 

2,425 


6 months to 1 year 2 §|j. ; 

2,150 

1,957 


Greater than 1 year 

1,613 

1,410 


Recoveries 'Wm V" 

1,840 

1,814 


Possession -rl" 

399 

374 



10.547 

8,759 


Analysis of Corporate Impaired Lending 




Up to 3 months 

1,033 

227 


3 to 6 months 

521 

171 


6 months to 1 year 

645 

572 


Greater than 1 year 

966 

750 



3,165 

1,720 


Total Impairment of Reading Cases: 

EST. 

£lbn 



Note: The above Ageing Analysis shows an increase in under 6 months' Group Impaired Lending of £1.3bn and in Corporate 


of £l.2bn. 
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CONTINGENT LIABILITIES 

The external Auditor's duties In relation to litigation and claims extends to the identification and 
disclosure of litigation and claims involving the entity, which may give rise to a risk of material 
misstatement. Those that are identified, which may have a material effect of the financial 
statements are required to be disclosed or accounted for in the financial statements. In this regard 
there is no difference between actual or potential litigation and claims, what is important is the 
probability of the liability and its materiality. 

There is no requirement to disclose contingent liabilities (pending litigation), which are remote. 
However contingent liabilities which are either probable or possible must be described (disclosed) in 
the notes to the financial statements, including an estimate of the potential financial impact. 


KPMG should also have assessed the impact a# p£ Reading Incident on the financial statements 
in relation to any potential financial consequence^:and whether there should be disclosure and / 
or provision In that regard, given ft was known that IRSmi^ ant Impairments should have 
been disclosed as an Exceptional Item. This should hav^iriiiuded an evaluation of: 


- Potential fines, penalties, censure, damages and litigMete* * 

♦ Breaches of laws regulations; 

* Adequacy of disclosure^ 


The impact from this perspective v#s also significant and adequate disclosure should have been 
made. 
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MATERIAL UNCERTAINTY AND GOING CONCERN CONSIDERATIONS 


Emphasis of matter paragraphs are contained in the Audit Opinion when there is or are matters, 
which the Auditor wishes to draw attention to. They are not audit qualifications. They highlight 
matters affecting the financial statements. Emphasis of Matter paragraphs are required when there 
is a significant uncertainty the resolution of which is dependent upon future events and which may 
affect the financial statements. However the Auditor is required to add an emphasis of matter 
paragraph to highlight a materia! uncertainty reiatingto an event or condition that may cast 
significant doubt on the entity's ability to continue as a going concern. 

As commented, technically this is a "modification" rather than a "qualification" but users of financial 
statements view Emphasis of Matter in relation to going concern issues, as being a qualification and 
refer to it as such. 



Anything but a clean audit opinion can precipitapprun on a bank or can have other consequences. 
It is therefore vital where there are issues on wMidh the Auditor requires to make a qualification or 
modification to the audit opinion, then there is early <tftalogue : with the Regulator so that the impact 
of the situation may be managed. 


The Going Concern Concept 

Going concern is a fundamental accpjiijhting concept that underlies the preparation of financial 
statements of all UK compaj^fo i;s .ldB|i^r;t|)ip : ;Going Concern concept it is assumed that a company will 
continue In operation and that there is neitf&^e intention nor the need either to liquidate it or to 
cease trading. In simple terms this miipians that a company will continue operations for the 
foreseeable future, and in particular wiili&e able to fund its operations for at least 12 months from 
the date the financial statements are signe|| 

The Auditor is required to make its own assessment of the directors' conclusion on Going Concern. 

If the Auditor concludes that a material uncertainty exists related to events or conditions that, 
individually or collectively, may cast significant doubt on the entity's ability to continue as a Going 
Concern, he is required to modify the Auditor's report. Even if the material uncertainty is explained 
fully by the directors in the financial statements the Auditor is required to include an Emphasis of 
Matter paragraph in his report. 

Directors are required to consider the applicability of the Going Concern concept when preparing 
annual and half-yearly financial statements, but are not required to consider the concept (but are ill- 
advised not to) in the preparation of communications, which do not comprise financial statements 
such as interim management statements. 
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Given the potential adverse impact of capital adequacy concerns on the confidence in a bank, this 
will have a consequence on the bank operating as a going concern, and the Auditor will therefore 
need to consider the robustness of a bank's systems and controls for managing capital, liquidity and 
market risk, and assess the challenges of raising capital. 

If any of these are flawed, capital adequacy will be affected. 
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RESTRICTED STATEMENT: SALLY MASTERTGN F'ROJEQ' LORD TURNBULL 

INTERVIEW: 10 th / 11 th July 2013 SECTION EIGHT 


SECTION EIGHT: KPMG 
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RESTRICTED STATEMENT: SALLY I'/ASTERTGN 


PROJECT LORO TURNBULL 
SECTION EIGHT 


INTERVIEW: 10” / li'" J j:y 2013 


SECTION EIGHT: KPMG 


Such has been KPMG's conduct that there is evidence to support conflict of interest, compromise 
and a jack of audit impartiality. 

KPMG have not just been negligent but their direct involvement in a number of material 
malpractices and violations regarding HBoS is fundamental and exposes them to claims in relation 
to misconduct, serious dereliction of duty and breach of regulatory and statutory duties. 


* ^ 


By February 2008, KPMG: 


> Knew that the Reading Incident should bedfeclosed; 

> Knew that disclosure of the Reading Incident was potentially fatal for HBoS; 

> Knew that irrespective of Reading, there were serious fining Concern issues attaching to 



HBoS; 

> Knew that impairment and distress had been avoided; 


> Knew that Corporate risk rating models were flawed; / 


> Knew that Stress Testing was flawed; 

> Knew that regulatory capital was overstated under Basel I arttfll; 



business model and funding gap issues were raised; 

> Would have evidenced the changing risk profile of the Corporate portfolio into extremely 


high value, highly speculative, narrow based deals; 




> Knewthe risks attaching to the Commercial and Residential property markets, both of 


which had been in decline from August 2007; 

> Knew that shareholders and investors were being deliberately misled; 

> Had no basis on which togfve a clean Audit Opinion. 


On 19 June 2008 (the date the Rights issue was published), KPMG ought to have known or knew 
that there had been a material deterioration in impairment and stress, £4bn would be insufficient, 
and HBoS was a Gone Concern. 

And in December 2008, KPMG knew that Corporate's stressed portfolio was at feast £40bn. 


vj 
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RESTRICTED STATEMENT: SALLY MASTERTON 
INTERVIEW: 10 th / 11 th July 2013 


PROJECT LORD TURNBULL 
SECTION EIGHT 


AUDITOR LIABILITY TO THIRD PARTIES 


KPMG not only failed to exercise the degree of professional care and skill that was appropriate, 
but were complicit in the deliberate non disclosure of the Reading Incident, deliberate non 
recognition of distress and impairment and the deliberate understatement of regulatory capital. 

They have also concerned themselves in being party to deliberately misleading the FSA, 
shareholders and investors. 

-i 


An external Auditor's liability is to the company and to th© shareholders collectively for the 
purposes of voting at the AGM. 


Auditors are liable to third parties where they have constructive knowledge that a third party may 
intend to rely on the relevant audited financial statements and that the third party may suffer 
financial loss as a result of the Auditor's negligence. • 

It is important to emphasise that co hii a ^t ive knowledge must be proven. Auditors do not owe a 
general duty of care to individual shar^jjipdefS)..or to the public at large, who rely on the audited 
accounts when making a decision to invefyn the company (tli« Capro case.) 


The 2007 Annual Report and Accounts were signed jp in contemplation of the Rights Issue and 
were a material part of the Rights Issue Prospectus, The 2007 Accounts and 30 June 2008 Interim 
Results were also contained iri the November 2008 tiljjj.en Offer and Placing Prospectuses and Lloyds 
TSB's CirctUBllliiaik,. Hi- 






KPMG will al$8fB&ye been involved, in the Update Announcements to shareholders on 19 June 2008 
and 3 November 2098 . These w&W contained in Prospectuses in which KPMG were the Reporting 
Accountants. 


KPMG will additionally haf^^iph involved in the 12 December 2008 Trading Update and 17 
December 2008 Supplementary Prospectus. These were materially misleading. The November 
CRC report was available by 17 December 2008. 


Of further concern is how Lloyds TSB were able to conclude in their Supplementary Prospectus of 
17 December 2008, that "The HBoS Trading Update is broadly consistent with the impairment 
analysis conducted by Lloyds TS8 as part of its review process in October 2008." 
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RESTRICTED STATEMENT: SALLY MASTERTON 
INTERVIEW: 10 th / 11 th July 2013 


PROJECT LORD TURNBULL 
SECTION EIGHT 


CRIMINAL LIABILITY FOR AUDIT REPORT 


Under Section 507 of the Companies Act 2006, Auditors are criminally liable if they knowingly or 
recklessly causeari audit report to indude any matter that is materially misleading, false or 
deceptive. 


Although the effective date for Section 507 was 6 April 2008, the provision would have been known 
by KPMG at the time the 2007 Audit Report was signed on 27 February 2008. The announcement of 
the Rights Issue was on 29 April 2008 and the 2007 Annual Report and Accounts contained the latest 
financial statements, which formed part of the Prospectus. KPMG were the Reporting Accountants. 


The Rights Issue Prospectus also formed a material part of the Uoyds TSB Circular and the HBoS and 
Lloyds TSB Prospectuses relating to the acquisition qfeMBoS, and again the latest audited information 
that was available were the 2007 financial statements* KPMG acted as Reporting Accountants in 
relation to HBoS' Open Offer and Placing Prospers in connection with the acquisition by Uoyds 
TSB. m s 


Confidence in the capital adequacy framework and KPM&$iGoing Concern opinion were key 
considerations of HBoS 7 shareholders and users of their finls&fol statements. None more so was 
this relevant than in relation to the 2008 Rights 


The FSA approved the iRB Approach waiver on a highly conditional basis in relation to 

Corporate. In fact in ajjfti EcJeal worf$$he FSA would not have approved the waiver as Corporate did 
not have reliable models qr data. KPMG would be fully aware of the situation. 


KPMG woukf similarly be aware;id|jthe import-shareholders and users of the financial statements 
would attach to Corporate Governani&e and knowledge of the Reading Incident. 


KPMG were aware of the Rights Issue priorito signing the 2007 Audit Opinion in February 2008. This 
should not have caused the audit to be more or less diligent. However KPMG would fully 
understand the import attaching to their Audit Opinion in this regard and later in relation to the 
Government assisted takeover by Uoyds TSB. 


The Uoyds TSB shareholders would have attached great import to knowledge relating to the 
Corporate stressed portfolio, which was c.£40bn as at 30 November 2008. Additionally full 
disclosure of the Reading Incident would have been a critical factor when voting and / or 
I investing. 
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RESTRICTED STATEMENT: SALLY MASTERTON PROJECT LORD TURNBULL 

INTERVIEW: 1.0 th / 11 th July 2013 SECTION EIGHT 


Impairment and Distress 

KPMG had a duty to ensure that impairment and distress were not misstated or could otherwise 
cause misstatement in the financial statements. KPMG failed in that duty and impairment and 
regulatory capital were significantly and increasingly misstated in the financial statements from 
the outset. 


The audit risks relating to HBoS' strategy and Corporate's portfolio were obvious. There was a 
significant risk of misstatement of distress and impairment, and KPMG were required to obtain 
sufficient audit comfort to mitigate that risk and ensure that the financial statements were true and 
fair. 


KPMG would be aware that under Basel 1 HBoS' deliberate approach to distress and impairment 
substantially affected retained earnings (profit), Tjp||iPpital adequacy ratios and credit quality 
ratios. This sent distorted signals to sharehold^inti the market by hiding the true economic 
substance of corporate activity and the financial pdSItipn and value of the company. 


Under Basel II and the change under the Advanced IRB Apg#e^h to use of Expected Loss, HBoS 
gamed the system through the calculation of their own risk w^ghtings via an internal credit risk 
rating models that were materially flawed and open to abuse. KPMG had to have known this. 


KPMG reviewed Group Credit Risk's reports and relied on their work inrelation to credit quality, 
impairment and distress. It was patently clear that London & South had material connections with 
material issues, growing drawn, growing DACS, excesses and expired limits. KPMG's audit sampling 
avoided connections generally, and in particular in relation to London & South and 

BirmingbgpIP^i tl^land underlap were obvious. Evidence suggests that this may have been 
deliberate 


In February 20QQ the housebuilding industry went into freefall. HBoS was significantly exposed to 
housebuilders, property developrnisnt and construction. At the end of February 2008 Crest 
Nicholson became distressed ancMrMarch 2008 formally entered High Risk and Impaired Assets 
under the direction of bi|iiad G|||pS. Almost immediately afterwards McCarthy & Stone and a 
number of other significani'iiiiifts became distressed. During April 2008 referrals from joint 
ventures, equities, leveraged and entrepreneurs picked up pace. The exposures were massive. The 
May 2008 CRC report was provided to KPMG. There is considerable evidence to show that KPMG 
were very closely monitoring HBoS throughout 2008 and regularly received copies of the CRC reports 
and other information on Impairment and distress. 
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RESTRICTED STATEMENT: SALLY MA5TERTGN 
INTERVIEW: 10*7 II"’ July 2013 


PROJECT LORD TURNBULL 
SECTION EIGHT 


The Reading Incident 

There is evidence to suggest that KPMG was aware of potential irregularities regarding Reading in 
2004 and 2005. 

In 2007 following the formal discovery of the Reading Incident, KPMG extensively audited Reading 
Incident cases. They would be aware that significant disclosures were required in the 2007 Annual 
Report and Accounts. KPMG will also have reviewed Peter Hickman's February 2008 report to the 
Audit Committee regarding the Reading Incident. 

KPMG would know the effect disclosure of the Reading incident would have on HBoS. 



Annual Report & Accounts: 2006 


There is evidence to suggest that KPMG was aware of financial irregulaiitfes relating to the 


Reading Incident before the 2006 Annual Report and Accounts were annoOiK&d on 28 February 


2007, 



If the directors and the FSA still wantedilto J pgl|^.ed with the fifing, then at that time it would have 


been known that the Reading Incident woj to have a material effect on the financial 

statements but the effect would not be ca rjjg quantified. A view would have had to be 

taken and appropriate counsel sought with regard to tjH|S:OpS6ns available. However the obligation 
to disclose as soon as practicable would remaiuing obKg&feon. 





Interim Results: 2007 




ft is however mot a grey area wh«n considering the 2007 interim Results, which were announced 


on 1 August 2007. 


By that time KPMG and Group Credit Risk had undertaken deep-dive exercises into the Reading 
Incident. KPMG in particular fipd assessed Impairment. Additionally, PwC and other Investigating 


Accountants and Insolvency Practitioners, were involved and PwC in particular had been involved 


from February 2007. 

The 2007 Interim Results should have made appropriate disclosure of the Reading Incident. 
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RESTRICTED STATEMENT: SALLY IViASTSP.TON 
INTERVIEW: 10 th / ll ,h July 2013 


PROJECT LORD TURN3ULL 
SECTION EIGHT 


THE PROSPECTUS 


The directors were knowingly concerned in material contraventions of the Listing Rules, 
Prospectus Rules, Disclosure Rules, Transparency Rules and Corporate Governance Rules. 

KPMG were knowingly complicit and were obligated to report appropriately to the FSA. 

The joint sponsors were not diligent and failed to comply with the duties imposed on them by the 
Listing and Prospectus Rules. 


INFORMATION REQUIREMENTS 


.rfPS&w 

ijfjfjtniijrr 


Under FSMA Prospectuses must contain all infdHliation that investors and their advisers 
reasonably require, and would reasonably expect, fcilpT purposes of making an informed 
assessment of: the assets and liabilities, financial position, profits and losses, and prospects of the 
issuer of the securities; and the rights attaching to those securities This is in addition to any other 
specific information requiMdiife/^ the relevant Listing Rules or the FSfti: - 


FSMA further provitfc&S that anli&uer must publish supplementary listing particulars or a 
supplementary ProspectulHn circuftijfctances where there is a “significant change affecting any 
matter" contained in the IProspectus or where a “significant new matter arises". 


... 


REPORTING ACCOUNTANTS: DUE DILIGENCE 


KPMG was the Reporting Accountant for the 2008 Rights Issue Prospectus and the November 2008 
Open Offer and Placing Prospectus regarding the acquisition by Lloyds TSB. (PwC acted as Reporting 
Accountants for Lloyds TSB.) 


KPMG as Auditors were responsible for the historical financial information contained in the 
Prospectuses. 

Sponsors are responsible forgiving assurance to the FSA that the issuer has met all its relevant 
regulatory and other obligations. 
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RESTRICTED STATEMENT: SALLY MASTERTON 
INTERVIEW; 10 th / 11 th July 2013 


PROJECT LORO TURNBULL 
SECTION EiGHT 


A Prospectus must contain a statement from each of the persons responsible for it to the effect that, 
having taken all reasonable care to ensure that such is the case, the information contained in the 
Prospectus is, to the best of their knowledge, in accordance with the facts and contains no 
omission likely to affect its import at the date the Prospectus is published. 


Persons responsible for the Prospectus risk both civil and criminal liability if the contents of the 
Prospectus are in any way inaccurate or misleading. For this reason, it is crucial that the company 
and its advisers carry out adequate due diligence and verify the Prospectus. 


Given the speed of deterioration in the market between August 2008 and November 2008, and then 
through to January 2009, it was incumbent on KPMG and PwC to ensure that the Prospectuses were 
not misleading, in particular with regard to impairment and distress. The November 2008 Corporate 
Credit Risk Report clearly reports that the stressed portfolio as at 30 November 2008 was £40bn. 




There is a fundamental, general duty of disclosunarin relation to Prospectuses: 


Under s87A of the FSMA, a Prospectu aMn ust contain j ^djj jgrmation presented in an easily 
analysable and comprehensible form is necessary tfr friable investors to make an informed 
assessment of the assets and iiabiJitiesTfinafilifriiposition, profits and tosses, and prospects of the 
com pany and the rights attaching to the securities^ 


V... 


This obligation forms the basis for the intensiviiSug^^ is required to be carried out 

by the Reporting Accountant. The due diligence requirements can be summarised into the 
documents that the Reporting Accountant provides under their reporting obligations: 

rt t.*.. ’* *• •*'*•** 




> Long Form Report 

> Working Capital Report 
^ Significant Change Letter 

^ Capitalisation and Indebtedness 


Working Capital Report 


A Prospectus must contain a statement by the issuer that the working capital is sufficient for its 
present requirements (at least next 12 months' from the date of the Prospectus). It is then a matter 
for the issuer, its Sponsor and Reporting Accountants to do sufficient underlying work to enable the 
issuer to be comfortable in making that statement. The Sponsor is required to report to the UKLA 
that it is satisfied that the directors can make such a statement. 


I he Working Capital Report is addressed to the directors, company and sponsor. 
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RESTRICTED STATEMENT: 5ALLY MASTERTON 
INTERVIEW: 10 th / ll' h July 2013 


PROJECT LORD TURNBULL 
SECTION EIGHT 


In relation to what Is expected of the Sponsor under the Listing Rules: 

'It is important to note that the Sponsor’s role is in addition to the part played directly by the 
directors of the issuer or by a Reporting Accountant appointed by the issuer in the working capital 
exercise. Specifically the Sponsor must review and challenge the work done by the issuer and the 
Reporting Accountant and through their own knowledge and experience of the issuer and its 
operating environment, ensure that the conclusion reached on the issuer's working capital position 
is the right one under the circumstances.' 


The Working Capital Report for the Rights issue has not been sighted but it is difficult to 
comprehend based on the balance of evidence, how KPMG coiiNiprovide comfort on sufficiency of 
working capital on 19 June 2008. r . ..;v 


Significant Change Comfort Letter 


■ : T ’ 

V. 


Bu 

"ISi 


A statement by the issuer is required In this Prospectus that there has been no significant change in 
respect of the financial or trading positnfesiniji lhfil ast published financial statements (audited) and 
the date of the financial information contained in the Prospectus, based on the most recent 
management information. The comfort letters provided to the Sponsor. 


As at 19 June 2008 and 3 November 2QQ8 (the datiipf the respective Prospectuses), the directors 
and KPR/I§i^pjg||^|||^ere had been significant changes in the financial and trading position of 
HBoS, aiNpt 19 June2008 was m all probability & gone concern. They further knew that the 2007 
AnnuaHS^Qrt and Accou'wSjS;io s mrtted material disclosures relating to the Reading incident 




The 17 Decemtfef.2008 Supplementary Prospectuses of HBoS and Lloyds TSB are both materially 
misleading in relat% to the ext#gof stress and distress in the HBoS Corporate portfolio. 


Section 90 of the Financial Services and Markets Act 2000 (FSMA) makes any person who is 
responsible for listing particulars and Prospectuses liable to compensate a person who has: 

• Acquired or contracted to acquire securities to which the listing particulars or prospectus 
applies; and 

• Suffered loss as a result of either: 


o any untrue or misleading statement in the listing particulars or prospectus; or 
o the omission from the listing particulars or Prospectus of any matters required to be 
included by FSMA. 
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RESTRICTED STATEMENT: SALLY MASTER70N 

INTERVIEW: 10 :h / ll rh July 2013 


PROJECT LORD TURNBULL 
SECTION EIGHT 


Under s.397 FSMA 2000 it is a criminal offence for a person to make a statement, promise or 
forecast which they know is materially false, misleading or deceptive; dishonestly conceal material 
facts; or recklessly make a statement, promise or forecast which is materially misleading, false or 
deceptive in order to induce another person to enter into, or offer to enter into, or refrain from 
entering or offering to enter into a relevant agreement. 

The Fraud Act 2006 became effective on 15 January 2007. It created a new general statutory 
criminal offence of fraud that can be committed by false representation, by failure to disclose 
information, or by any abuse of position. 


Auditing Capital Adequacy 

On the face of it there was no requirement for to audit risk weighted assets or credit risk 

ratings. 

Disclosure of capital management and capital adequad^padri l^ fe'el II was containedin the Group 
Finance Director's Report on HBoS and as such did not for#p|rt of the Financial statements and as 
such was technically out of scope. The 2007 Audit Opinion cbfe^ly discloses what information has 
and has not been audited by KPMG. -tlL 

Capital adequacy is a fun#am$hifcaf in the assessment of Going Concern in relation to a 

bank. 


The key risks associated wil^igprpo|^ftrcliyi ; sion were primarily credit risk and market risk. 

KPMG provided evidence in relation to their respomibifity for specific audit areas from 2006. These 

’if’Wtti:--. “-atWtng" 


were: 


Credit quality 
Impairment 
Going concern 
Basel I and II 
Fraud 

Regulation and Supervision 

Internal control and corporate governance 
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